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is published to advance 
sound thinking in the fields of insurance law 
relating to Life, Health and Accident, Fire and 
Casualty, Automobile, and Negligence, and to 
review unfolding developments of interest and 
importance. Thus, the JOURNAL presents 
timely articles on pertinent subjects of insur- 
ance law, digests of recent decisions, com- 
ments on pending legislation and other 
features reflecting the changing scene of 
insurance law. 
























In the interest of stimulating current thought 
and frank discussion of significant relevant 
topics in insurance law, the JOURNAL's pages 
are made freely available. No editorial re- 
sponsibility is assumed for the ideas and opin- 
ions set forth. On this basis contributions are 
invited. 
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“Men are apt to mistake the 
strength of their feeling for 
the strength of their argu- 
ment. The heated mind re- 
sents the chill touch and re- 
lentless scrutiny of logic.”— 
Gladstone. 
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More on the Repeal 
of Section 452 


Reporting to our readers this month ts 
Charles W. Tye, of Joseph Froggatt & 
Company, Newark, New Jersey. 


FTER two days of lengthy testimony, 

the Senate Finance Committee unani- 
mously approved H. B. 4725 for retrospec- 
tive repeal of Sections 452 and 462 of the 
Internal Revenue Code of 1954, and the 
Senate passed the bill on May 26, thus end- 
ing any lingering hope by industry that a 
compromise could be worked out retaining 
some of the helpful tax-accounting features. 
The only change made by the committee 


to the House bill was to extend the time 
for paying any additional tax due from 
September 15 to December 15, 1955. 

The National Association of Insurance 


Agents, which was vitally interested in the 
retention of the substantive provisions of 
Sections 452 and 462, submitted much the 
same report to the Senate committee that 
was presented previously to the House 
Ways and Means Committee. (See last 
month’s “Report to the Reader.”) A_ por- 
tion of the report given to the Senate 
committe follows: 

“Tnequities in the former tax laws affect- 
ing insurance agencies such as those which 
are members of this association have been 
outlined in detail in previous presentations 


to the House Committee on Ways and 
Means. However, a brief summary of one 
set of circumstances which led to tax in- 


equities in the prior law is set forth as follows: 
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“The typical insurance agency writes a 
substantial percentage of insurance policies 
for its assureds on the term-rule 
On term-rule business the entire premium 
is prepaid and the agency receives its entire 
compensation at the outset of the policies 
which it has a liability to service for the 
entire term up to 5 years. A term policy 
is popular with assureds because a premium 
saving up to 20 percent for a 5 year policy 
can be made. The premium on _ term 
policies for a commercial or manufacturing 
client can be substantial, and in the year 
of receipt of the insurance 
agency may be thrown into an abnormally 
high tax bracket. 


basis. 


commissions 


“By the terms of its contracts with the in- 
surance companies which it represents, the 
insurance agency is required to return a 
proportionate part of the commissions origi- 
nally received in the event 
canceled or reduced during the term of the 
policy. In all cases where the term rule 
is involved the insurance agency is subject 
to a potential distortion of its tax liabilities 
under the law prior to the enactment of 


coverage is 


1954 Code. The distortion results, in part, 


from the following factors: 

“(1) Where the insurance agency has re- 
ceived its entire compensation in advance 
for a term policy of up to 5 years, and 
expends substantial amounts in servicing 
the policies for the entire term, the sound 
accounting objective of relating income and 
expenses as closely as possible in the same 
taxable year is unavailable. The result is a 
‘peak and valley’ situation which ordinarily 
results in an abnormally high tax liability. 


IL J — June, 1955 



































“Uz 
disto1 
verag 
pirati 
retur! 
situat 
norm 
comp 
subst 
policy 
paid 
brack 

oT 
reven 
of pe 
mitte 
so m 
term 
trans 
doub! 
volve 
paid | 
is tin 
missi 
years 
amen 
medi: 
tion 
with 
Com1 
speci 
Secti 
believ 
conte 
over 
shoul 
unde: 
retur 
tion 
reser 
ever, 
Secti 
havin 
with 
Secre 

It 
be m 
acco. 
and i 
the « 
impo 


Inco 
To 
Mare 
of $2 
over 
all oO 
rate ° 
age 
mant 


Repo 











tes a 
licies 
basis. 
mium 
entire 
licies 
r the 
olicy 
mium 
d¢ licy 
term 
uring 
year 
rance 
mally 


he in- 
s, the 
Irn a 
origi- 
ge is 
of the 

rule 
ibject 
ilities 
nt of 


part, 


aS Te- 


vances 


, and 
yicing 
sound 
e and 
same 
t is a 
narily 
bility. 


, 1955 
















“(2) The ‘peak and valley’ situation is 
distorted further in the event that the cov- 
verage is reduced or canceled before 


ex- 
piration of the policy, with subsequent 
return commissions by the agency. In this 
situation, it has been placed in an ab- 


normally high tax bracket in the year when 


compensation was received; it has made 
substantial expenditures in servicing the 
policy prior to cancellation; and it’ has re- 
paid substantial sums in the lower tax 
bracket year of cancellation. 

“The problem of the potential loss of 
revenue in 1954 is one which, of course, is 
of paramount consideration to this Com- 
mittee. However, we believe this is not 


so much a question of ‘windfalls’, as that 
term is generally understood, but one of 


transition since we do not believe a real 
double deduction under Section 462 is in- 
volved. Also, under Section 452, all pre- 


paid income will be taxed; the only problem 
is time. In the case of prepaid term com- 
missions this will occur in three to five 
years.. We are agreeable to appropriate 
amendments which would reduce the im- 
mediate loss of revenue due to this transi- 
tion problem, and we also are in accord 
with views heretofore expressed before this 
Committee that it would be advisable to 
specify the items which would qualify under 
Sections 452 and 462. In this regard, we 
believe that prepaid term commissions, which 
contemplate service by the insurance agency 
over the period of the insurance policy, 
should be listed as qualifying for deferral 
under Section 452; and also the liability for 
return commissions in the event of cancella- 
tion prior to expiration should qualify for 
reserve treatment under Section 462. How- 
ever, the agency would have to elect which 
Section it chose to come under, and once 
having made such selection could not change 
without the prior written consent of the 
Secretary or his delegate.” 

It is understood that further study will 
be made of the problem of conforming tax 
accounting to sound accounting, 
and it is hoped that repeal has not closed 
the door to future consideration of this 
important problem. 


business 


Income Totals Rise 

Total personal income earned in 
March at a seasonally adjusted annual rate 
of $294.2 billion, up a whopping $2.2 billion 
over February to a record high. Nearly 
all of the increase was in labor income— 
rate $208.1 billion. The length of the aver- 
age workweek for production workers in 
manufacturing dropped by a half hour to 


was 
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THIS ISSUE IN BRIEF 


As you read this issue you will learn 
that: 

The values and uses of life in- 
surance and annuity contracts have 
been enhanced by provisions of the 
Internal Revenue Code of 1954. Page 
375. 

Formation of a workable time 
theory of indemnity is a problem in 
malpractice insurance due to the nature 
of the risk and the potential exposures 
to liability confronting the professional 
man. Page 399. 

A fracture of the skull is not as 

; important medically as is what happens 
to the structures inside the skull. 
Page 405. 

Most cases of low back pain, 
one of the most common afflictions of 
mankind, are caused by either a rup- 
tured or a degenerated intervertebral 


disc. Page 410. 
Members of an insurance group 
may not advertise themselves as ap- 


proved insurance advisers in Mary- 
land unless they are licensed under 
the state’s insurance advisers’ licensing 
law. Page 417. 

The fact that a company spon- 
sored a baseball team by furnishing 
shirts which 
company’s name, and equipment is not 
sufficient to show an agency relation- 
ship between it and the team mem- 
bers. Page 426. 

Where the insurer accepts a 
premium payment along with an ap- 
plication for reinstatement, it waives 
a provision which requires the pay- 
ment of all overdue premiums as a 


condition of reinstatement. Page 427. 


and uniforms, bore the 


40.2 hours, depressing weekly pay by 53 
cents to an average $74.77 between March 
and April. Hourly pay edged upward one 
cent to an average $1.86—a record. Farm 
income dropped $500 million to a rate of 
$12 billion. 

National 
crease in general business activity during 
the first quarter of 1955 by rising at a 
seasonally adjusted annual rate of nearly 
$8 billion over the last quarter of 1954. 
Figures for comparison: Total national 
income in 1939, $72.8 billion; in 1949, $216.2 
billion; in 1953, $305 billion (all-time high); 
in 1954, $300 billion. 


income responded to the in- 
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Pending Federal Legislation 


The bill (H. R. 4778) authorizing federal 
purchase of surety bonds for postal em- 


ployees and affiliates was amended and 
passed by the House of Representatives on 
May 17, 1955. The original bill was 
amended to eliminate star route carriers 
and other “contractors” from- coverage 
under the bill on the grounds that since 
sureties for these individuals are perform- 
ance bonds rather than straight indemnity 
bonds, they should continue to be written 
individually. The bill will now be con- 
sidered by the Senate Committee on Post 
Office and Civil Service. 


Another bill (H. R. 5980) would amend 
Section 101 of the Internal Revenue Code 
of 1954 with respect to the income tax 
treatment of certain life insurance proceeds 
payable to the surviving children of the 
insured. It is assigned to the House Com- 
mittee on Ways and Means. 


Amendments to the Federal Crop Insur- 
ance Act would be made by S. 1826, S. 
1852 and H. R. 5861. The Senate bills 
have been referred to the Senate Com- 
mittee on Agriculture and Forestry. S. 
1826, the subject of a recent hearing, pro- 
vides that if the insured obtains any other 
fire insurance on his crop, regardless of 
whether it is valid or collectible, the federal 
insuring agency will only be liable in the 
event of a loss for the smaller of either 
“(1) the amount of insurance coverage 
under the contract, or (2) the amount by 
which the loss from such risk exceeds the 
indemnity paid or payable under such other 
insurance.” Its companion bill, H. R. 5861, 
has been referred to the House Committee 
on Agriculture. No action has been re- 
ported on S. 1852, which involves the 
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utilization of county committees in carrying 
out the provisions of the act. 


H. R. 3015, which would establish a sys- 
tem of workmen’s compensation for the 
District of Columbia, was the subject of a 
hearing on March 7 by the House Commit- 
tee on the District of Columbia. Insurance 
under the bill would be written by private 
companies; no provision is made for a 
government-operated fund. 


State Legislation 


Agents and Brokers 


An act relating to the 
licensing of excess coverage agents has 
been passed. It authorizes licensees under 
the act to place insurance or reinsurance 
for other persons or corporations in com- 
panies not authorized to do business in 
Kansas. Provision is made for a license 
fee of $10, a tax on the gross premiums 
of 2 per cent and an annual report to be 
made to the Insurance Commissioner by 


Kansas.... . 


each licensee in affidavit form, setting out § 


the risks placed with nonadmitted com- 
panies and the amount of the tax due there- 
on. Laws 1955, S. B. 306, approved April 
4, 1955, effective upon publication in the 
statute book. 


Authorization to Purchase Insurance 


Mississippi . . . The County Board of 
Education of Adams County, Mississippi, 
may, in its discretion, purchase and pay the 
premiums for liability insurance upon the 
school busses owned by the county. The policy 
or policies may provide for coverage not to 


exceed $10,000 for each person, $20,000 for} 


each accident and $10,000 property damage, 
and may be in such terms as the county 
board of education agrees upon. Laws 1955, 
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S. B. 1276, approved and effective March 
19, 1955. 


Doing Business 


Kansas . . . An act defining and regu- 
lating unfair methods of competition in the 
insurance field has been enacted. Provision 
is made for hearings and cease-and-desist 


orders. Laws 1955, S. B. 281, approved 
April 6, 1955, effective upon publication 
in the statute book. 


Another act provides for changing the 
title of the Claim Adjuster to that of Special 
Attorney, and establishes the salary of the 
Special Attorney and the Assistant Com- 
missioner of Insurance. Laws 1955, S. B. 
291, approved April 1, 1955, effective after 
July 1, 1955, and its publication in the 
statute book. 


Maine . . . Countersignatures on insur- 
ance policies by resident agents may be 
in facsimile when used solely in connection 
with personal accident insurance covering 
air travel on a common carrier, issued 
through the means of policy-dispensing 
machines. Laws 1955, S. B. 321, approved 
April 11, 1955, effective 90 days after ad- 
journment. 


Statutory provision is made for the car- 
rying over of all rights and liabilities of 
constituent companies after they have merged 
or consolidated. Chapter 219, Public Laws 
1955, H. B. 1028, approved April 13, 1955, 
effective 90 days after adjournment. 


North Carolina The beginning of 
the license year for insurance companies 
has been changed from April 1 to July 1. 
Application for license renewals must be 
filed on or before the first of March each 
year. Before issuing any license for the 
year beginning July 1, 1955, the Commis- 
sioner of Insurance will collect a pro-rata 
fee for April, May and June. 
S. B. 123, approved and effective 
9, 1955. 


Laws 1955, 
March 


Insurance companies or other insurance 
entities financially owned or controlled by 
any alien or foreign government outside the 
continental limits of the United States or 
its territories are prohibited doing 
any kind of insurance business in the 
State of North Carolina. Laws 1955, H. B. 
515, approved and effective April 4, 1955. 


from 


Oregon . . . No certificate .of authority 
to transact insurance business may be is- 
sued to any state, province or foreign 


What the Legislators Are Doing 





government, nor to any instrumentality, 
political subdivision or agency thereof. 
Chapter 222, Laws 1955, H. B. 142, ap- 


proved April 7, 1955, effective 90 days after 
adjournment. 


Licensed insurers may insure in one policy 
against any physical loss or damage oc- 
curring to private dwelling properties con- 
sisting of four or less living units, provided 
that the rate and premium for the perils of 
fire insurance are shown separately on the 
policy for the buildings and the contents 
thereof. The perils of casualty insurance 
may be included in this policy provided the 
premium for each casualty insurance peril 
assumed is separately set forth on the 
policy. Chapter 225, Laws 1955, H. B. 147, 
approved April 7, 1955, effective 90 days 
after adjournment. 


Texas ... A “reform” bill setting up 
stricter examination procedure of insurance 
companies has been made a law. It calls 
for the Board of Insurance Commissioners 
to examine new companies every six months 
for three years, annually for another three 
years, and at least biennially thereafter. 
The board is given authority to inquire into 
the competence of the management of a 
proposed company and into the appraisal of 
real estate offered as a company asset: 
Laws 1955, H. B. 10, approved May 24, 
1955, effective 90 days after adjournment. 


Financial Responsibility Acts 


Vermont . . In regard to qualification 
as a self-insurer under Chapter 431 of the 
Motor Vehicle Act, provision has now been 
made, in lieu of the insurance policy or 
surety bond required, for a person to qualify 
as a self-insurer by obtaining a certificate of 
self-insurance from the Insurance Commis- 
sioner who may, in his discretion, 
said certificate when he is satisfied that the 
person is possessed of a net unencumbered 
capital of at least $100,000. Annual reports 
may be required from any self-insurer 
which show at least $100,000 net worth. 
Failure to pay any final judgment, within 
statutory limits, constitutes reasonable grounds 
for the cancellation of this certificate. Laws 
1955, H. B. 262, approved April 15, 1955, 
effective June 1, 1955. 


issue 


Fire Insurance 


Oregon . . . Policies issued by mutual 
fire insurance companies must have printed 
upon them an explanation of the policy- 
holder’s liability. Chapter 226, Laws 1955, 
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H. B. 246, approved April 7, 1955, effective 
90 days after adjournment. 


Group Insurance 


California . . In addition to the cir- 
cumstances already listed in the insurance 
code, a group life policy may be issued 
to an insured to replace an existing valid 
group life policy if (1) it provides the same 
benefits at the same or a lesser rate as the 
replaced policy, (2) it offers such benefits 
to all persons covered by the replaced 
policy and (3) 90 per cent of all persons 
covered by the replaced policy become in- 
sured under the new policy. Chapter 664, 
Laws 1955, S. B. 858, approved May 21, 
1955, effective 90 days after adjournment. 


Indiana . County hospitals main- 
tained in any county having a population 
of not less than 125,000 nor more than 


200,000 are authorized to provide a_pro- 
gram of group health, accident and 
pitalization insurance for their employees. 
The hospitals may participate to the extent 
of one half of the therefor. Chapter 
148, Laws 1955, S. B. 54, approved and 
effective March 8, 1955. 


hos- 


cost 


Kansas . A new law amends the pro- 
visions relating to group life insurance by 
reducing the minimum size of the group 
which may be written from 25 to ten. The 
limitation on the amount that any one per- 
son insured under one or more group life 
policies may carry has been changed from 
a flat $20,000. It now provides that if 
150 per cent of the annual compensation of 
such person insured exceeds $20,000, all 
group term insurance shall not exceed 
$40,000 or 150 per cent of the annual com- 


pensation, whichever is the lesser. Laws 
1955, H. B. 60, approved April 4, 1955, 
effective upon publication in the statute 


be € yk, 


Hospital Insurance 


Kansas The provisions relating to 
Blue Cross insurance have been amended. 
The one-year limitation for the inception of 
benefits due has been eliminated, thereby 
allowing Blue Cross to write major medical 
insurance. made Blue 
Cross participation in reinsurance contracts 
with the federal government. The limita- 
tion of 19 years children been 
eliminated, and coverage is now provided 
for dependent children or any other person 


Provision is for 


for has 


dependent upon the policyholder. Also 
eliminated is the one-year limitation for 
374 








retroactive readjustment of premiums in 
experience rating plans, and provision is 
made for a rate credit or a cash refund. 
Laws 1955, H. B. 144, approved April 4, 
1955, effective upon publication in the 
statute book. 


Amendments to the provisions relating to 
Blue Shield have been made which parallel 
those relating to Blue Cross. Laws 1955, 
H. B. 145, approved April 6, 1955, effective 
upon publication in the statute book. 


Motor Vehicle Insurance 


California . . . Insurers who are licensed 
to issue motor vehicle liability 
may not refuse to issue this insurance to 
an applicant except for reasons applicable 
alike to persons of every race or color, and 
race or color of itself cannot constitute a 
condition or risk for which a higher rate, 
premium or charge is required. Violation 
of this provision makes the insurer liable 
in damages in the amount of $100 plus 
reasonable attorneys’ fees incurred in con- 
nection with the prosecution of the action 
brought by the applicant. Additional dam- 
ages will be assessed for the difference 
between the rates which the applicant found 
it necessary to pay to obtain other insurance 
and the lower rates of the insurer. Laws 
1955, A. B. 1873, approved April 13, 1955, 
effective 90 days after adjournment. 


policies 


Wisconsin . Motor carriers may now 
file with the motor vehicle department a 
certificate of insurance in lieu of an_ in- 
surance policy. The certificate must be 


issued by an authorized insurer, must be in § 


a form approved by the department and 
must certify that the motor carrier is cur- 
rently covered by an insurance policy meet- 
ing the requirements of statute. Chapter 


35, Laws 1955, S. B. 58, approved April 15, J 


1955, effective April 20, 1955. 


Taxation 


Alabama .. . The premium tax on 
foreign fire and/or marine insurance com- 
panies is increased from $1.50 on each $100 
to $2.50 on each $100. The tax on every 
other foreign insurance company, including 
foreign life insurance companies, is changed 
from $2.50 per $100 to an annual tax of 1 
per cent on annuity considerations and 3 
per cent of any other premiums received 
for business done in the state. However, 
the rate of tax will be reduced according 
to the percentage of the foreign company’s 


(Continued on page 398) 
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Tax Problems Relating to 


Life Insurance and Annuity Contracts 


By WALTER D. FREYBURGER 


HE Internal Revenue Code of 1%54 did 

a fairly complete job in overhauling the 
tax laws relating to life insurance, endow- 
ment and annuity contracts. There is very 
little of simplicity in the new Code. AI- 
most every section appears complicated, but 
we are dealing with complicated subjects, 
and it may be necessary to sacrifice simplicity 
for equity and completeness of treatment. 
The justification for the absence of simplicity 
has recently been well stated as follows: 
“Clarity and certainty are needed above all, 
and simplicity in the sense, not primarily of 
the number of words used, but of consistent, 
thoughtfully analyzed and well coordinated 
simple basis concepts and the ability to find, 
simply, -as in a dictionary, the place where 
one’s problem is covered with reasonable 
clarity. Brief words of broad generality are 
deceivably simple; they breed complications 
and uncertainties in application. The cry 
for old-fashioned simplicity was not heeded 
in this instance; simplicity in that sense is 
not one of the claimed accomplishments of 
the new legislation.” ” 

A good example of deceptive simplicity 
was Section 811(g) of the 1939 Code and 
similar provisions of prior laws relating to 
taxation of life insurance, before 
ment by the Revenue Act of 1942. It taxed 
certain insurance “taken out by the dece- 
dent on his own life.” That sounded simple, 


amend- 


This paper was presented at a 
meeting of the Association of 
Life Insurance Counsel, May 9, 
1955, White Sulphur Springs, 
West Virginia. Mr. Freyburger 
is tax counsel for the New 
York Life Insurance Company 


but there was much litigation as to what 
those words meant. 


Summary of favorable changes in the law. 
—Before getting into the technical phases 
of our subject, perhaps we should count our 
blessings, although some of them are mixed 
blessings, as will be more fully developed.’ 
Numerous instances of unfairness in the old 
Code were removed. Among these might be 
mentioned: 

(1) The old 3 per cent rule for taxing 
annuities, which often taxed the capital 
element, was replaced by a more realistic 
rule attempting to tax the interest element 
in annuity payments, based on life ex- 
pectancy tables.® 

(2) In the case of endowment policies, 
under the old law, the gain on the maturity 
which occurred in one year may now be 
treated as having been received in equal 
amounts over a three-year period, if that 
will result in a lower tax.‘ 





1 Norris Darrell, Proceedings of the University 
of Southern California Seventh Annual Insti- 
tute on Federal Taxation (1955), p. 31. 

?See Robert J. Lawthers, ‘Some Murky 
Blessings of the New Tax Code,’”’ 8 Journal of 


Tax Problems 





the American Society of Chartered Life Under- 
writers 329 (1954). 

> Sec. 72; references are to the Internal Rev- 
enue Code of 1954, unless otherwise stated. 

* Sec. 72(e) (3). 
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(3) Under the new law, if an optional 
settlement is elected upon the maturity of 
a policy during the lifetime of the insured, 
the payee may take 60 days in which to 
make his election without being charged 
with the constructive receipt of a lump-sum 
payment because he did not make his elec- 
tion of an option before maturity of the 
contract.° 


(4) Under the old law, if a policy were 
transferred for a valuable consideration to a 
partner of the insured, to a partnership of 
which the insured was a partner or to a 
corporation of which the insured was a 
shareholder or officer, then part of the 
proceeds payable at death (the gain over 
the purchase price plus the premiums sub- 
sequently paid by the purchaser) was tax- 
able. This has now been changed so as 
to make the entire proceeds exempt.® 


(5) Under the old law, if an employer 
purchased accident or health insurance for 
employees, the employees were taxable on 
the premiums paid unless a group policy 
was purchased. The new law exempts 
premium payments made by employers for 
such group or individual policies from tax- 
ation to the employees." 


(6) Under the old law, the Service held 
that certain exchanges of policies resulted 
in taxable gains. There now have been ex- 
pressly exempted exchanges of. certain 
contracts.® 


(7) The most important change favorable 
to life insurance contracts was the elimina- 
tion of the premium payment test in the 
estate tax law.’ 


In addition, the values and uses of life 
insurance and annuity contracts have been 
enhanced by other provisions of the new 
Code, among them those relating to gifts 
to minors,” death benefits to employees ™ 
and redemption of stock to pay estate taxes,” 


Offsetting these gains under the new 
law are the provisions taxing part of in- 
stallment payments paid by reason of the 


death of the insured. An attempt is made 


to tax the interest element, although the 
$1,000 annual exemption to the surviving 
spouse is a substantial relief provision. Also, 
there must be considered the provision tax- 
ing amounts in excess of $100 per week for 
loss of wages under accident or health in- 
surance, and the fact that uninsured acci- 
dent and health plans are given exemptions 
heretofore available only under insurance 
policies.” 


Outline of subjects to be discussed.—This 
paper will discuss some problems of inter- 
pretation which arise out of the Internal 
Revenue Code of 1954, and which pertain 
to life insurance, annuity and health and 
accident contracts.” 


We shall attempt to explain some of the 
new provisions relating to such contracts, 
and then dwell upon some of the areas that 
seem susceptible of several interpretations 
and that will require clarification by regula- 
tions, court decisions or legislative amend- 
ment. We shall then call to your attention 
some allied provisions of the new Code, 
such as the sections relating to exchange 
of policies, deduction for interest paid on 
money borrowed to purchase life insurance 
and annuity contracts, and certain changes 
in the law relating to partnerships and 
corporations, which affect business pur- 
chase agreements. Pension trusts will be 
treated only incidentally as they relate to 
taxation of annuities and estate taxes. After 
a discussion of the income tax provisions 
of the new law, there will be considered the 
provisions relating to the estate tax and, 
so far as gifts to minors are concerned, the 
changes in the Code relating to gifts. 


Taxation of Annuities Paid by 
Reason Other Than Insured’s Death 


Annuities are not defined in the new 
Code. They were similarly left undefined 
in the 1939 Code. 
makes it clear that annuity payments in- 
clude amounts received “(whether for a period 
certain or during one or more lives) ”"s 





5 Sec. 

6 Sec. 

7 Sec. 

8 Sec. 1035. 

® Sec. 2042. 

2° Sec. 2503(c). 

11 Sec. 101(b). 

22 Sec. 303. 

13 Secs. 105 and 106. 

144For detailed discussions of the Code, see 
Stuart A. McCarthy, ‘1954 Federal Tax De 
velopments Applicable to Life Company Opera- 
tions,’’ legal section, American Life Convention 


72(h). 
101(a) (2). 
106. 
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(1954), p. 112; Irving V. Brunstrom, ‘‘The Life 
Insurance, Endowment and Annuity Features of 
the 1954 Code,’’ 32 TAXES 866 (November, 1954); 
Richard H. Forster and Otis L_ Frost, Jr., 
“Changes in Taxation of Life Insurance, En- 
dowment and Annuity Contracts,’’ Proceedings 
of the University of Southern California Sev- 
enth Annual Institute on Federal Taxation 
(1955), p. 557; Robert B. Nathan and John S. 
Pennish, ‘‘Life Insurance and Annuities Under 
the Internal Revenue Code of 1954,’’ 1954 In- 
surance Law Journal 730 (November). 
15 Sec. 72(a). 
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However, the new law § 
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The 3 per cent rule under the old law 
had the merit of simplicity. In the case 
of immediate annuities, the purchaser seldom 
lived long enough to recover his cost tax 
free. It took less money to purchase a de- 
ferred annuity and, hence, while the pur- 
chaser might be able to recover his cost 
tax free, he would be taxable on all amounts 
thereafter received. In his older years, 
when likely he would have less income, he 
would be taxed on 100 per cent of the 
amounts received. 


The new law is relatively simple with re- 
spect to a life annuity without refund. 
Under the old law you found the tax by 
taking 3 per cent of the consideration paid 
for the contract. Under the new law you 
must first determine what portion of the 
annuity payment is excludable. You divide 
the cost by the life expectancy as set out in 
tables prescribed by the Treasury Depart- 
ment. The result will be the amount ex- 
cludable annually. It will be the exempt 
portion of the annual annuity payments—a 
tax-free return of capital. This portion will 
be exempt as long as the annuitant lives, 
although he may outlive his expectancy. 
However, if he dies before his expectancy, 
there is no deductible loss.” 


However, the law and regulations have 
been so drafted as to require more compli- 
cated calculations. In order to determine 
the amount to exclude from an annuity pay- 
ment, an exclusion ratio is to be found for 
the particular contract. This exclusion 
ratio is applied to the total receipts under 
the contract for the taxable year of the 
recipient. The difference between the total 
receipts and the result of the computation 
is the taxable portion of the annuity pay- 
ments. The exclusion ratio is determined 
by dividing the investment in the contract 
at the annuity starting date by the expected 
return under the contract. Thus, as stated 
in the regulations,” assuming that the in- 
vestment in the contract is $12,650 and the 
expected return is $16,000, the exclusion 

$12,650 
ratio is —————,, or 

$16,000 
monthly payment is $100, the amount to 
be excluded from gross income in connec- 
tion with each monthly payment is $79.10 
(79.1 per cent of $100). It will be observed 
that several terms in the preceding sentence 


79.1 per cent. If the 





1% This was also true under the old law. The 
annuitant has received the exact sums that he 
contracted to receive. It was held that he was 
seeking security and not profit. Industrial 
Trust Company v. Broderick, 38-1 ustc { 9136, 
94 F, (2d) 927 (CCA-1). 


Tax Problems 


require definition. These are “investment 
in the contract,” “annuity starting date” 
and “expected return under the contract.” 


Investment in contract.—The regulations 
provide “such investment in the contract 
shall consist of the aggregate of premiums 
and other consideration paid less the ag- 
gregate of any amount or amounts received 
before the annuity starting date to the 
extent such amounts are excludable from 
the gross income of the recipient.”* It 
will be noted that it is first necessary to 
determine “the aggregate of premiums or 
other consideration paid for the contract.” 
The law and regulations apply the same 
rules for determining the exclusion ratio to 
annuity, endowment and life insurance con- 
tracts. It appears, therefore, that we must 
first determine the aggregate premiums 
paid for the contract. In the case of an 
endowment or life insurance contract, this 
would be the aggregate premiums paid for 
such contracts, although a part of such pre- 
miums were applied toward current life insur- 
ance protection. Under the old 3 per cent rule, 
there was taxable an amount equal to 3 
per cent of the aggregate of such premiums, 
no attempt under that law, as under the 
new law, being made to break down the 
premium payments into the portion that 
was applied to purchase an annuity and the 
portion that was applied to purchase life 
insurance. Under the old law, the taxpayer 
paid a larger current tax on account of us- 
ing the aggregate of the total premiums 
paid. Under the new law, the taxpayer 
will get a larger exclusion ratio and, there- 
fore, pay a smaller tax by including the 
total premiums in determining the invest- 
ment in the contract. 


If the total premiums paid are considered 
the investment in the contract, it will follow 
that in some cases, in determining the ex- 
clusion ratio, the numerator will be larger 
than the denominator, and there will be no 
taxable income in the annuity payments. 
This will be particularly true where life 
insurance policies are surrendered in their 
early years and an installment option is 
elected. It is possible that the Internal 
Revenue Service may interpret “investment 
in the contract,” if the annuity arises from 
the surrender of a policy and the election 
of an installment option, as constituting 
the cash surrender value of the policy. 

“T. D. 6118, approved December 30, 1954, 


par. 1(b)(1). 
1% T, D. 6118, par. 1(b). 
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That appears to have been the position of 


the Internal Revenue Service with respect 
to the 1939 Code.” However, if the cash 
surrender value was larger than the net 
premiums paid, letter rulings indicated that 
such premiums might constitute the cost 
in order to prevent the increment in the 
nature of interest from escaping taxation. 


It should also be noted that under the 1939 
Code additional premiums paid for double 
indemnity and disability benefits were held 
by the Service in letter rulings as not 
stituting part of the the annuity. 


con- 


cost of 


Annuity starting date—What is meant 
by the “annuity starting date’? The law 
provides that “the annuity starting date in 
the case of any contract the first day 
of the first period for which an amount 
received as an annuity under the contract; 
except that if such date was before January 


is 


is 


1, 1954, then the | annuity starting date is 
January 1, 1954.” 
Since the annuity starting date is January 
1954, for annuities which were in course 


of payment before that date, it is necessary 
to reduce the aggregate premiums paid by the 
aggregate amount of annuity payments re- 
ceived before that date which were excluded 
from gross income under the applicable 
law. It should be noted that the investment 
in the contract must be reduced by the 
aggregate amount received before the start- 
ing date “to the extent that such amount 
was excludable from gross income under 
this subtitle or prior income tax laws.””™ 
Under the 1939 Code (as well as under 
the 1954 Code), there are a number of 
questions as to what amount of an annuity 
payment is excludable from gross income. 
For example, if an endowment contract is 
surrendered for an annuity, is the cost and, 
hence, the excludable portion, determined 


by the ——- _ or the cash surrender 


” Burtha M. tener. CCH Dec. 
1028. That case involved an interpretation of 
the following provisions of the 1939 Code: 
‘“‘Amounts received as an annuity under an 
annuity or endowment contract shall be in- 
cluded in gross income; except that there shall 
be excluded from gross income the excess of 
the amount received in the taxable year over 
an amount equal to 3 per centum of the ag- 
gregate premiums or consideration paid for such 
annuity .”’ The court held that the cash 
surrender value of the life insurance contracts 
surrendered for the annuity represented the 
‘‘consideration paid for such annuity.’’ It should 
be noted that the 1954 Code, in defining ‘‘in- 
vestment in the contract,’’ speaks of ‘‘the 
aggregate amount of premiums or other con- 
sideration paid for the contract’ (Sec. 72(c) 
(1)(A)), and the contract referred to is the 
contract described in Sec. 72(b), namely, ‘‘an 
annuity, endowment, or life insurance contract 
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17,030, 12 TC 


value?” Ifa death benefit is payable, does 
the beneficiary secure a stepped-up basis 
equal to the value of such benefit includable 


in the gross estate, or does the beneficiary 
have the cost basis of the donor?* If 
under the contract the payee has the right 


of withdrawal of part of the proceeds of a 
policy left under an optional settlement, 
how cost thereafter determined?™ It 
would seem that the investment in the con- 
tract should be reduced by the amount that 
properly excludable under the ap- 
plicable law. Any error in previous taxable 
years should require adjustment for those 
to the extent that the 

assessment of a deficiency. 


is 


was 


years year 1s open 


for 


Expected return under the contract.—The 
next term that requires definition “the 
expected return under the contract.” The 
regulations have covered this subject in 
detail and, therefore, it necessary to 
refer to such regulations which give illus- 
trations as to the. method of determining the 
expected return.” However, the regulations 
have not covered all situations. For ex- 
ample, they have not covered what is gener- 
ally referred to as a “fixed amount” 
which provides for the payment of install- 
ments of a fixed amount continuing until 
principal and guaranteed interest are ex- 
hausted. The “fixed amount” option 
been held to be in practical effect similar to 
the “fixed period” option.” The period dur- 
ing which the installments are payable can 
be determined by a simple calculation since 
the principal and guaranteed interest rate 
are known. Additional amounts paid on 
account of excess interest credits would 
appear to be amounts not received an 
annuity and fully taxable as dividends. 

Neither do the regulations contain pro- 
visions specifically relating to partial lump- 
sum withdrawals from income and annuity 


1S 


is 


option, 


has 


as 


, It would appear that the investment 
in the contract is not the cash surrender value 
of the life insurance contract but the aggregate 
premiums or other consideration paid for the 
life insurance contract, minus amounts previ- 
ously received tax free. 

20 Sec. 72(c) (4). 

21 Sec. 72(c)(1)(B). 

22 See footnote 19. 

There was no provision for a stepped-up 
nine under the 1939 Code, but letter rulings in 
some instances allowed such a basis. 

**There were some letter rulings indicating 
constructive receipt of a lump-sum payment 
upon maturity of an endowment contract where 
there was a right to withdraw at any time the 





remaining proceeds left under a_ settlement 
agreement. 

* T. D. 6118, par. 1(b). 

2% Mary C. Heyser, CCH Dec. 13,995(M), 3 


TCM 582 (1944). 
IL J — June, 1955 
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The term “life insurance” appears not 

to be limited to contracts issued by 

life insurance companies as long as 

the contract involves risk-shifting and 

risk-distributing, arising from risk of 

premature death, the author states. 
® 


settlements. The life insurance association, 
in a letter to the Commissioner, has sug- 
gested, among other things, a solution for 
this problem.” 

Probably rulings will be issued from time 
to time relating to problems not clarified 
by the regulations. 

Refund annuities—The law is further 
complicated by certain adjustments to be 
made in the investment in the contract if 
the expected return depends on the life 
expectancy of one or more individuals, and 
if the contract provides for payments to be 
made to a beneficiary on or after the death 
of the annuitant or annuitants, and such 
payments are in the nature of a refund of 
the consideration paid. In such a case, 
the value of the payments (com- 
puted without discount for interest) is 
required to be subtracted from the invest- 
ment in the contract otherwise determined. 
If such an adjustment were not required, 
a purchaser of a refund annuity would have 
less taxable income than the purchaser of 
a straight annuity without a refund feature, 
although the purchaser of such a refund 
annuity is purchasing something besides an 
annuity—a death benefit. If the refund 
annuitant does not live out his expectancy, 
his estate obtains an advantage as compared 
with the estate of a nonrefund annuitant. 
The law attempts to compensate for such 
reduction in the investment in the contract 
by exempting the refund payments to the 
beneficiary until the annuitant and the 
beneficiary have received tax free a total 
amount equal to the aggregate premiums or 
other consideration paid for the contract. 
This applies whether the refund payment is 
made in a lump sum or in installments. All 
payments received by the beneficiary after 


refund 


the recovery of such cost are fully taxable.* 
This may happen in the case of a deferred 
annuity where the amount of the refund 
may be greater than the consideration paid 
for the annuity. The mechanics for deter- 
mining the amount of the reduction in the 
investment in the contract made necessary 
by a refund feature are set out in the 
regulations.” 


Death benefits payable before annuity 
starting date.—If a “death benefit,” payable 
under a deferred annuity contract before 
annuity payments to the intended annuitant 
have commenced, is paid in the form of an 
annuity to a named beneficiary, such pay- 
ments would appear to be taxable as an- 
nuity payments, with the named beneficiary 
being substituted for the annuitant other- 
wise named in the contract.” The cost or 
“investment in the contract” would appar- 
ently be the aggregate premiums paid for 
the contract, and not the value of the con- 
tract at date of death since, despite the 
inclusion of such value in the taxable estate 
of the deceased annuitant, under Section 
2039, a stepped-up basis is not available 
under Section 1014(b)(9) because that para- 
graph is said not to apply to “annuities 
described in section 72.” The fact that 
payments are to be made to a beneficiary 
on or after the death of the intended an- 
nuitant, and that such payments may be 
in the nature of a refund of the considera- 
tion paid, would not require a reduction in 
the cost since the annuitant died before the 
annuity starting date and the first bene- 
ficiary becomes the “annuitant” for pur- 
poses of applying the new law. 


If, on the other hand, the death benefit 
is paid in a lump sum to a named bene- 
ficiary, it is not clear under the new law 
whether any excess of the death benefit 
over the aggregate premiums paid is tax- 
able under any provision of the Code. This 
uncertainty stems from the fact that the 
value of the annuity contract, equaling the 
death benefit or its cash surrender value, 
would generally be includable in the de- 
cedent’s gross estate under Section 2039, 
and as a result might be said to obtain 
under Section 1014(b)(9) an adjusted basis 





27See Joint Special Bulletin of American 
Life Convention and Life Insurance Association 
of America, dated January 27, 1955. 

* Sec. 72(e)(1)(B) and (e)(2)(A). 

*° T. D. 6118, par. 1(c). 

© Sec. 72(a), (b) and (c) would seem to ap- 
ply, since (1) the amounts are received as an 
annuity so that the first sentence of Sec. 72(e) 
(1) would not apply and (2) the amounts re- 
ceived, even though in discharge of an obligation 
under the contract which is in the nature of the 


Tax Problems 


refund of the consideration paid, at least in 
part, are not being paid after the death of an 
annuitant (the intended annuitant having died 
before receiving any annuity payments) so that 
Sec. 72(e)(1)(A) would not apply. See S. Rept. 
1622 (hereinafter referred to as the Senate com- 


mittee report), at p. 176. Clarification by 
the Treasury Department of the inapplica- 
bility of Sec. 72(e)(1)(A) would seem to be 
desirable. 
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equal to such value for the purpose of 
determining gain on its disposition under 
Section 1001 (surrender to the insurance 
company for the death benefit). However, 
doubt is cast upon this possible result be- 
cause of the provision in Section 1014(b) (9) 
that a stepped-up basis does not apply to 
“annuities described in section 72.” Al- 
though a lump-sum payment is’ obviously 
not an “annuity” described in Section 72(a), 
it is an amount not received as an annuity 
described in Section 72(e)(1). Accordingly, 
the question is presented as to whether the 
phrase “annuities described in section 72” 
should be interpreted to embrace an amount 
not paid as an annuity but paid under an 
annuity contract. 


It seems questionable whether a stepped- 
up basis should be allowed in respect of a 
lump-sum benefit, and not in respect of 
annuity payments under the same contract. 
However, it may be significant that Section 
72(e)(1) provides the general rule for tax- 
ing amounts not received as annuities under 
an annuity contract only “if no other pro- 
vision of this subtitle applies.” Accord- 
ingly, if Section 1001 does apply, taxation 
would not be determined under Section 72 
and, as a result, there might be no gain 
on receipt of the lump-sum payment.” It 
would appear that corrective legislative 


amendments by Congress may be appro- 
priate in this area. 


Constructive receipt of income—effect of 
the 60-day provision— Under the 1939 Code 
if the owner or payee of an endowment 
contract was given an option in the contract 
to elect an installment option, and if he 
failed to make his election before maturity, 
he was deemed to have constructively re- 
ceived a lump-sum payment.” He was tax- 
able as having received as ordinary income 
the difference between the amount con- 
structively received and his cost. The cost 
of his annuity then became the amount 
payable in a single sum upon maturity. The 
new law gives the owner or the payee 60 
days after the day on which the lump sum 
became payable to make his election. 
However, it should be noted that the con- 
tract must contain an option to receive the 
annuity in lieu of a lump sum. If an 
option is elected after the maturity of the 
contract and such option was not contained 


in the contract, it would appear that the 
doctrine of constructive receipt of income 
would apply. If the contract provided for 
election of an optional settlement after ma- 
turity, the question arises whether the op- 
tion must still be elected within the 60-day 
period, although the option in the contract 
gave the payee a longer period. The House 
committee report“ states that the 60-day 
provision was enacted to prevent the con- 
structive receipt of income. There would 
appear to be no constructive receipt of 
income where there was a contractual right 
to elect an optional settlement after the 
60-day period.” 


Suppose the payee has the right to with- 
draw the entire proceeds at any time. Does 
this result in constructive receipt of a lump- 
sum payment at maturity? If the option 
contained in the contract gives such right 
of withdrawal and the option is elected 
within the 60-day period, the payee appears 
to come within the relief provision of the 
law. Congress intended the rule of con- 
structive receipt not to apply if the election 
to receive an annuity is made within 60 days 
after maturity of the contract. It is sub- 
mitted that the mere right to withdraw the 
proceeds in a lump sum should not in any 
case give to receipt of constructive 
income, since the taking of a lump sum 
requires the giving up of a valuable right 
to receive an annuity. 


rise 


Employees’ annuities—If an annuity is 
purchased in part by an employer and in 
part by an employee, a special rule is 
adopted to avoid complex computations 
where the employee’s contribution is rela- 
tively small. The employee may exclude 
from his income all payments received until 
he has received an amount equal to his 
contributions, if the employee will receive 
during the three-year period beginning on 
the date he first receives an annuity pay- 
ment an aggregate amount equal to, or 
greater than, the total amount contributed 
by him from the contract.” This is apply- 
ing to such employees the rule for taxing 
annuities applicable to years prior to 1934. 
An employee’s contributions include not 
only amounts directly contributed by him, 
but amounts contributed by the employer 
with respect to which the employee was 
taxable, as well as amounts that the em- 





31 Even if it were held that Sec. 72(e)(1) does 
apply, it might be argued that the ‘‘considera- 
tion paid’’ under that section would be the 
amount of the death benefit by reason of Sec. 
1014(b) (9). 

2 JT. T. 3963, 1949-2 CB 36. 

33 Sec. 72(h). 
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33H. Rept. 1337, hereinafter referred to as 
the House committee report, p. A25. 

3% See Walter D. Freyburger, ‘‘Constructive 
Receipt of Income: Settlements Under Life 
Insurance Contracts,’’ 30 TAXES 867 (Novem- 
ber, 1952). 

36 Sec. 72(d) (1). 
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ployer contributed but which would not 
have been included in the employee’s tax- 
able income if he had received such amounts. 
This last provision is intended to include in 
the cost of an annuity of an employee the 
amounts contributed by the employer on 
account of foreign service.” 


Life Insurance Proceeds Payable 
by Reason of Insured’s Death 


Definition of life insurance——A life in- 
surance contract is not defined by Section 
101. In fact, it is nowhere defined in the 
1954 Code, and was not defined in any pre- 
vious revenue act. However, no narrow 
definition of “‘life insurance” was apparently 
intended. An endowment contract should 
be treated as life insurance for this purpose. 
It was so treated under the old law.* 

The term “life insurance” appears not to 
be limited to contracts issued by life in- 
surance companies as long as the contract 
involves risk-shifting and risk-distributing, 
arising from risk of premature death.” It 
does not involve a life insurance contract 
issued in connection with an annuity con- 
tract, which does not give rise to a risk 
of loss to the insurance company due to 
premature death.” A_ survivorship con- 
tract, as distinguished from a joint and 
survivorship contract, appears to constitute 
a life insurance contract." The Senate 
committee report also states that Section 
101(a) “excludes death benefit pay- 
ments under workmen’s compensation in- 
surance contracts or under and 
health insurance contracts which have the 
characteristics of life insurance 
payable by reason of death.” “ 


also 
accident 


proceeds 


Payments in a lump sum.—The general 
rule under Section 101 of the new Code, 
as it was under the old law, is that the 
proceeds of a life insurance contract paid 
by reason of the death of the insured are 


not includable in the gross income of the 
beneficiary. This applies whether the pro- 
ceeds are received by the decedent’s estate, 
a beneficiary, a transferee or otherwise.* It 
includes payments to a trustee, partnership 
or corporation.“ There are, however, some 
exceptions to the general rule.” 


Transfers for a valuable consideration.— 
Under prior law and regulations, if there 
had been a transfer for a valuable con- 
sideration of a policy or an interest in a 
policy, the proceeds, to the extent they 
exceeded the consideration paid for the 
transfer and premiums subsequently paid 
by the transferee, were taxable, with two 
exceptions, namely, a transfer to the in- 
sured ® and a transfer where the trans- 
feree has a basis for determining gain or 
determined in whole or in part by 
reference to such basis in the hands of the 
transferor.” These two exceptions continue 
inder the new law, and to these exceptions 
the new law adds the following: a transfer 
“to a partner of the insured, to a partner- 
ship in which the insured is a partner, or 
to a corporation in which the insured is 
a shareholder or officer.” ® 


loss 


It should be noted that an exception is 
not made to a transfer to a shareholder of 
a corporation in which the insured is a 
shareholder or officer. Under a business 
purchase agreement, a surviving share- 
holder continues not to be able to purchase 
a policy from the estate of the decedent 
on the life of another shareholder without 
the proceeds payable at death being par- 
tially subject to income taxes. 


Payments of interest—The new law, as 
did the old law, taxes interest payments on 
the proceeds of life insurance held by the 
insurer under an agreement to pay interest 
thereon.” If the agreement is to pay the 
proceeds in installments, payments in the 
nature of interest are taxable as annuity 





7 See Sec. 911. 

38 The distinction between life insurance and 
endowment contracts in Sec. 1035, relating to 
exchange of policies, is made only for the pur- 
poses of that section. In fact, Congress clearly 
implies its understanding in that section that 
the exchange of one endowment policy for an- 
other which matures at a later date may result 
in the proceeds’ being exempt from taxes if 
the insured dies between the date of the ex- 
change and the maturity of the new policy. 
See Senate committee report, p. 111. 

3% Helvering v. LeGierse, 41-1 vustc { 10,029, 
312 U. S. 531; Commissioner v. Treganowan, 
50-1 ustc § 10,770, 183 F. (2d) 288 (CA-2). 

* Helvering v. LeGierse, cited at footnote 39; 
Bohnen v. Harrison, 52-2 ustc {§ 10,876, 199 F. 
(2d) 492 (CA-7), aff'd per curiam, 53-1 vustc 
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™ 10,900, 345 U. S. 946; Conway v. Glenn, 52-1 
ustc § 10,838, 193 F. (2d) 965 (CA-6). 

1 Cowles v. U. S., 59 F. Supp. 633 (DC N. Y., 
1945), rev’d on other grounds, 45-2 ustc { 10,234, 
152 F. (2d) 212 (CCA-2). 

#2 Senate committee report, p. 180. 

48 Senate committee report, p. 180. 

4 Regs. 118, Sec. 39.22(b) (1)-1. 

‘ The exceptions are cases involving transfers 
for a valuable consideration and the taxation 
of the interest element arising from the pay- 
ment of the proceeds at a date later than the 
death of the insured, hereinafter discussed. 

#® Regs. 118, Sec. 39.22(b) (2)-3. 

7 Sec. 22(b) (2) (A), 1939 Code. 

48 Sec. 101(a)(2)(B). 

4 Sec. 101(c); Sec. 22(b)(1), 1939 Code. 





payments. This is new in the 1954 Code, 
and is discussed in the following paragraphs. 


Payment of proceeds at a date later than 
death.—If the proceeds or a part thereof 
are payable at a date later than death, only 
the amount held by the insurer is exempt. 
Additional amounts paid are taxable. The 
amount held by the taxpayer is the present 
value, as of the date of death, of.such pro- 
ceeds which are payable later. Such present 
value is required to be prorated under regu- 
lations prescribed by the Secretary (not 
yet issued) over the period with respect to 
which such payments are to be made, and 
such prorated amounts are to be excluded 
from income.” As in the case of ordinary 
annuities, such an annual exclusion based 
on the life expectancy of the beneficiary 
is allowed as long as he lives.” If the pro- 
ceeds are payable in one sum at a later 
date, it appears that there is exempt only 
an amount that would have been payable 
in a lump sum on the date of death. 

How are the amounts “held by the in- 
surer” determined? If there is an option 
to take a specific sum in a lump payment, 
the lump sum will be the amount held 
by the insurer. If there is no such option, 
the amount held by the insurer is to be 
determined by finding the value of the 
payments, as of the date of the death of 
the insured, discounted on the basis of the 
interest rate and mortality tables used by 
the insurer in determining the payments. 
If the amount held by the “insurer” is 
applied under an installment settlement in- 
volving a life contingency, with a refund 
feature, then the amount so held in deter- 
mining the amount excludable must be 
reduced by excluding the actuarial value 
of such refund features.” 

It appears that the portion of each pay- 
ment which is taxable will be determined 
under the rules applicable to annuities, with 
the “amount held by the insurer” as the 
investment in the contract.™ 


Installment payments to a _ surviving 
spouse.—Section 101(d) contains an excep- 
tion to the general rule of taxing the 
interest element in installment payments. 
In the case of a surviving spouse of the 
insured, that portion of the interest element 
which is not greater than $1,000 received 


The proposed regulations are very lib- 
eral in defining a “plan.” 


during the taxable year, regardless of the 
number of policies covering the life of the 
insured, is excluded from gross income. 
In order to get this exemption, an amount 
must be held by the insurer “under an 
agreement provided for in the life insur- 
ance contract”™ to pay such amount as 
of a date or dates later than the death of 
the insured. If an installment contract, 
which is not in accordance with an option 
contained in the life insurance contract, is 
entered into by the beneficiary, it would 
appear that the proceeds would not be held 
“under an agreement provided for in the 
life insurance contract.” If the insured 
entered into such an agreement and elected 
an option not otherwise specified in the 
contract, the effect of the agreement would 
be to amend the contract and make it part 
of the contract. But if an installment option 
is elected after the death of the insured, 
care should be taken to elect an option 
described in the contract. 

The amount exempt to the surviving 
spouse would include excess interest divi- 
dend if within the $1,000 limitation. * The 
$1,000 exclusion is not applicable to the 
pure interest option.” 


The provisions taxing the interest element 
in installment payments of proceeds paid 
by reason of the death of the insured apply 
only to cases in which the insured dies 
after August 16, 1954, the effective date of 
Section 101." If the insured died on or before 
such date, the entire installment payments 
continue to be exempt under the old law, 
as interpreted by the Treasury Department.” 
However, “excess interest” payments would 
continue to be taxable.” 

Since a life insurance company would 
not have the necessary information to know 
how much of the $1,000 exemption, if any, 
would be applicable to payments made by 
it, its information returns would give only 
the amount of the interest element in the 
payments, and the payee would be required 
to claim the $1,000 exemption in his return. 





50 Sec. 101(d). 

51 Senate committee report, p. 181; regulations 
have not yet been published. 

52 Senate committee report, pp. 181, 182. 

53 It would seem likely that the annuity tables 
prescribed under regulations for use in deter- 
mining the amounts taxable under Sec. 72 would 
also be made applicable to Sec. 101. 
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54 Sec. 101(d) (2) (A). 

55 Senate committee report, p. 182. 

56 Sec. 101(d) (4). 

57 See. 101(f). 

58 Regs. 118, Sec. 39.22(b)(1)-1 (1953). 

5° Law v. Rothensies, 46-1 ustc { 9224, 155 F. 
(2d) 13 (CCA-3). 
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Sickness and accident insurance.—The 
income tax laws have long provided that 
income does not include amounts 
received through accident or health insur- 
ance.” Court decisions have interpreted 
the law as exempting disability income paid 
by an employer to employees under em- 
ployee welfare plans where the employee 
had contractual rights to such benefits.” 
The 1954 Code continues this exclusion, 
except where the amounts are received by 
an employee of an employer who paid the 
premiums which were not taxable to the 
employee.” 


gross 


If an employer pays the premiums, the 
new law™ establishes a general rule which 
includes in gross income the amounts re- 
ceived under the policy, but iargely nullifies 
the rule by exempting the following amounts: 


(1) amounts paid to the employee to re- 
imburse him for expenses incurred for the 
medical care of himself, his spouse and his 
dependents; 


(2) amounts paid for the permanent loss 
or loss of use of a member or function of 
the body, or permanent disfigurement, of 
the employee, his spouse or a dependent. 


(3) amounts received through accident 
or health insurance if such amounts con- 
stitute wages or payments in lieu of wages 
for a period during which the employee is 
absent from work on account of personal 
injuries or sickness, but limited to amounts 
not in excess of a weekly rate of $100. 
There is, furthermore, no exclusion for 
amounts paid that are attributed to the 
first seven days of illness, unless the em- 
ployee is hospitalized on account of such 
sickness for at least one day during such 
sickness.™ 

Meaning of “absent from work.”—It is 
not clear what is meant by “absent from 
work.” If an employee suffers a_ heart 
attack and is unable to work for months 
and years, is he not absent from work? 
In other words, does Section 105(d), en- 
titled ““Wage Continuation Plans,” cover a 
disability that may prove to be permanent? 
The employee is clearly absent from work 
on account of disability. Should he be 


deprived of the tax exemption because his 
disability may last longer than that of 
one who is only temporarily disabled? 
The statute imposes no maximum limit on 
the period of disability. However, the con- 
tinuance of payments must be contingent 
on the employee’s inability to work on 
account of personal injuries or sickness. 


The proposed regulations under Sections 
104, 105 and 106 have tentatively answered 
this question, as far as the Interna] Revenue 
Service is concerned. Such regulations 
state: “A wage continuation plan is an 
accident or health plan (as defined in sec- 
tion 1.105-5) under which amounts are 
paid to employees for temporary periods 
of absence from work due to personal 
injuries or sickness. Thus, amounts paid 
to retired employees do not constitute 
‘wages or payments in lieu of wages’ for 
purpose of section 105(d).” The question 
remains whether an employee suffering 
from a permanent disability is “absent 
from work” and whether amounts paid him 
are “in lieu of wages.”® No light is shed 
on this question by the committee reports. 


Effect of new law on health and accident 
contracts.—Under the old law, all benefits 
received through accident or health insur- 
ance for personal injuries or sickness were 
exempt whether the premiums were paid 
by the insured or by an employer. The new 
law continues the old exemptions but limits 
the exclusion from gross income for wages 
or amounts paid in lieu of wages to $100 
per week. The employee is now taxable 
upon amounts received in excess of such 
weekly rate to the extent that such benefits 
were purchased by the employer. If such 
excess benefits were purchased by the em- 
ployee, they would be exempt under Section 
104. If a commercial policy is purchased 
by an employer, it need not be done under 
a “plan,” as far as exemption of benefits 
is concerned. A “plan” is necessary to 
qualify amounts received under an accident 
or health plan for employees ‘“‘as amounts re- 
ceived through accident or health insurance.” “ 


A “plan” is also necessary in order for 
the employee not to be taxed upon the 
premiums paid by the employer.” 





Sec. 22(b) (5), 1939 Code. 

61 Hpmeier v. U. 8., 52-2 ustc $9510, 199 F. 
(2d) 508 (CA-7), but see Special Ruling, 
March 26, 1953; Haynes v. U. S., 55-1 ustc J 9231 
(DC Ga.), in accord with Hpmeier. 

6 Sec. 104. For an excellant treatise on Secs. 
104, 105 and 106 of the 1954 Code, see the note, 
“Taxation of Employee Accident and Health 
Plans Before and Under the 1954 Code,’’ 64 
Yale Law Journal 222-247 (December, 1954). 
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®3 Sec. 105. 

64 Conference report (H. Rept. 2543, 83d Cong., 
p. 25). 

® Federal 
1.105-4, p. 178. 

* Sec. 105(e). 

®t Sec. 106. 


Register, March 24, 1955, Sec. 





What constitutes a “plan.”—The proposed 
regulations are very liberal in defining a 
“plan.” Section 1.105-5 provides: “In gen- 
eral, an accident or health plan is an 
arrangement for the payment of amounts 
to employees in the event of personal in- 
juries or sickness. A plan may cover one 
Or more employees, and there may be 
different plans for different employees or 
classes of employees. An accident or health 
plan may be either insured or noninsured, 
and it is not necessary that the plan be in 
writing or that the employee’s rights to 
benefits under the plan be enforceable. 
However, if the employee’s rights are not 
enforceable, an amount will be deemed to 
be received under a plan only if, on the 
date the employee became sick or injured, 
the employee was covered by a plan (or a 
program, policy, or custom having the ef- 
fect of a plan) providing for the payment 
of amounts to the employee # 

It should be noted that Section 105. does 
not require that a plan be for the exclusive 
benefit of employees, as does Section 401, 
relating to qualified pension, profit-sharing 
and stock-bonus plans.” A partnership or 
sole proprietor could purchase sickness and 
accident insurance and include benefits for 
the owners of the business without making 
the plan bad, but such partners and sole 
proprietors would be taxable upon the 
premiums paid for their benefit. They are 
not “employees” within the meaning of 
that word as used in Section 106. Being 
taxable upon the cost of such insurance, the 
insured should get the same exemption 
with respect to benefits received as any 
taxpayer who buys insurance, and as pro- 
vided in Section 104. 


It should also be noted that full-time 
life insurance agents are considered em- 
ployees for the purposes of Sections 105 
and 106.” 


Exchange of Policies 
Under 


siderable 
taxable income resulted merely from an 


con- 
any 


the prior law, there 
confusion as to whether 


Was 


® Senate committee report, p. 185, reads: 

“The House bill confined exclusions to bene- 
fits paid under qualified plans satisfying re- 
quirements designed to prevent discrimination 
as to coverage or benefits in favor of highly 
compensated as compared with rank and file 
employees. The present provision eliminates 
these qualification requirements. However, it 
specifies that the exemption is to be granted 
only to benefits paid out under an arrange- 
ment which constitutes a plan.”’ 

6 Sec. 7701(a) (20). 
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exchange of life insurance policies. It had 
been generally assumed that if one policy 
was exchanged for another policy by exer- 
cising an option contained in the exchanged 
policy, no taxable income resulted. How- 
ever, in recent years the Internal Revenue 
Service has taken the position that the 
exchange of one policy for another policy 
results in the receipt of taxable income to 
the extent that the value of the new policy 
exceeds the adjusted cost of the old policy. 


This position was upheld in the Parsons 
case,” where the exchange was made in 
accordance with a long-established practice 
of the insurance company, but was _ not 
made under an option contained in the 
contract. Thereafter,’ Rev. Rul. 54-264" 
was issued, holding, under the 1939 Code, 
that where an endowment policy was sur- 
rendered pursuant to an option contained 
in the policy in exchange for cash and 
a paid-up life insurance policy, taxable 
income was realized. It was held that the 
amount of such taxable income was the 
excess of the cash plus the value of the policy 
received over the premiums paid, reduced by 
any dividends paid or credited to the policy- 
holder. It will be noted that this ruling 
went further than the Parsons case in that 
it held that income was realized, although 
an option was elected which was contained 
in the policy. 


The 1954 Code includes a new section 
(1035) which, for the first time, deals specifi- 
cally with the exchange of life insurance 
policies. This section was apparently in- 
tended to be a remedial measure since the 
Senate Finance Committee report contains 
the following language: 


“Under present law, where one insurance 
policy is exchanged for another, the excess 
of the value of the policy received over 
the premiums paid for the exchanged policy 
is taxable. This has resulted in the taxa- 
tion of individuals who have merely ex- 
changed one insurance policy for another 
better suited to their needs and who have 
not actually realized gain. To remedy this 
situation te 


7 Charles C. Parsons, CCH Dec. 18,082, 16 
TC 256 (1951). The court based its decision on 
Sol. Op. 55, 3 CB 54 (1920). This opinion in- 
volved an exchange of a life insurance policy 
for what might well be described as a certifi- 
cate of deposit. There was no life insurance pro- 
tection involved in the second contract since 
its cash surrender value equaled the face amount 
of insurance. 

nT. R. B. 1954-30, 8 (July 26, 1954). 

7” Senate committee report, p. 110. 
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For the first time, a new section of 
the Code deals specifically with the 


exchange of life insurance policies. 


The committee report then sets out the 
provisions of the House bill, as changed by 
the Senate committee, which expressly pro- 
vides that no gain or loss will be recog- 
nized on the exchange of certain contracts. 
The exchanges which will not result in 
a recognized gain are the following: 

(1) a contract of life insurance for another 
contract of life insurance, or for an endow- 
ment or annuity contract; 

(2) a contract of endowment insurance 
(a) for another contract of endowment in- 
surance which provides for regular pay- 
ments beginning at a date not later than 
the date payments would have begun under 
the contract exchanged or (b) for an annuity 
contract; or 

(3) an annuity contract for an annuity 
contract. 

It will be noted that if an endowment 
contract is exchanged for a life insurance 
contract, gain will be recognized at the 
time of the exchange. The Senate com- 
mittee report states: 

“This is to prevent avoidance of the tax 
due on the maturity of endowment con- 
tracts by conversion of life insurance con- 
tracts whose proceeds, payable at death, 
are free of tax.” ® 

Section 1035(b) undertakes to define en- 
dowment, annuity and life insurance con- 
tracts. It will be noted that these definitions 
do not conform to the normal terminology 
used in the industry. 

Among the tax problems that will arise 
with respect to the application of the new 
law are the following: 

(1) Are exchanges of contracts not specif- 
ically enumerated in Section 1035 to be 
taxed, whether or not made pursuant to an 
option contained in the exchanged policy, 
and, if so, how? 

Section 1035 does not include in the 
category of nontaxable exchanges the ex- 
change of an endowment contract for an 
insurance contract or for an endowment 


contract providing for payments to begin 
at a date later than payments would have 
begun under the exchanged contract. Is it 
to be inferred that tax will result on such an 
exchange at the time of the exchange? 
Suppose that the exchange is made pursuant 
to an option contained in the endowment 
contract before its maturity, and that the 
cash surrender value of the new policy is 
exactly equal to the old policy. Under 
I. T. 3963,% and the 1939 Code, it was 
entirely possible to contend that no gain is 
to be recognized at the time of the exchange 
because the proceeds are not constructively 
received. Is the 1954 Code, supposedly 
remedial in nature, now to result in taxation 
of a transaction that was never taxed 
before its enactment?” 


It cannot be stated with certainty that 
Congress meant to deal with exchanges 
made pursuant to options contained in the 
exchanged endowment contract before its 
maturity. The 1954 Code was apparently 
enacted in order “to remedy” the assumed 
existing taxation of all exchanges of insur- 
ance policies. If, in fact and in law, ex- 
changes of endowment contracts before 
maturity for life insurance contracts or later 
endowments pursuant to option contained 
in the exchanged policies would not have 
resulted in tax under the 1939 Code upon 
the theory adopted in I. T. 3963 that the 
value of the new policy is not construc- 
tively received upon the exchange, it could 
be argued that Section 1035, being remedial 
in nature, was not intended to embrace 
such exchanges pursuant to option. 


(2) If a contract is merely amended so as 
to change its nature from.one type of con- 
tract to another, this amendment 
amount to an exchange of contracts? 


Rev. Rul. 54-264 states: 


“A policy is considered surrendered for 
a different type of policy when a supple- 
mentary insurance contract is issued or the 
original policy is amended or endorsed in 
such a manner that the policyholder is 
insured under a different type of policy.” 


does 


(3) How is the amount of gain to be 
determined ? 

Where there is an exchange of properties 
and gain is recognized, the amount of the 
gain is the excess of the fair market value 





% Senate committee report, pp. 110-111. 

%4 1949-2 CB 36. 

™ See Brawerman, ‘‘Income Tax Problems of 
Non-Business Life Insurance,’’ Proceedings of 
the University of Southern California Fourth 
Annual Institute on Federal Taxation (1952), pp. 
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267-293, and ‘‘How We Can Avoid a Tax on 
the Income from a Life Insurance Policy,’ 6 
Journal of the American Society of Chartered 
Life Underwriters 373, 382 (1952); and articles 
cited at footnotes 2 and 35. 
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of the property received over the adjusted 
cost basis of the exchanged property. If 
money is received in an exchange, gain 
from which would not be recognized except 
for the fact that money is also received, 
then gain is recognized in an amount not 
in excess of the sum of such money.” It 
is thus necessary to determine the fair 
market value of the property received and 
add this amount to the money received in 
order to determine whether there is in fact 
a gain. 


Regulations have not yet been issued 
under Sections 1031 and 1035, but Rev. Rul. 
54-264 states: 


“The phrase ‘value of the policy received’ 
means the same price that any person of 
the same age, sex, and condition of health 
as the taxpayer would have to pay for a 
similar policy with the same company on 
the date the policy is surrendered. The 
cash surrender value is not to be used for 
this purpose.” 


Where cash and a new policy are received 
in exchange for an old policy, the sum of 
the cash received and the cash surrender 
value of the new policy would ordinarily 
be equivalent to the cash surrender value 
of the policy surrendered. If the fair market 
value of the policy is to be determined by 
the cost of a similar policy in the open 
market, such cost would include a loading 
charge for agents’ commissions and other 
expenses. Where the exchange is made 
under an option, these expenses have been 
reflected in the premiums paid for the old 
policy. There is no gain in getting what 
you have already paid for. 


Moreover, in many cases, the policy re- 
ceived in exchange pursuant to option is 
not being currently issued by the insurance 


company because of age, health or other 
requirements which can no longer be met 
by the insured, or because the new policy 
is issued as of the issuing date of the ex- 
changed policy. In such cases it is not 
possible to compute the “same price that 
any person of the same age, sex, and condi- 
tion of health as the taxpayer would have 
to pay for a similar policy ee ths 
event, the cash surrender value would be 
the only reasonable measure of its value.” 
In order to prevent inequality among tax- 
payers, depending upon vagaries of insur- 
ance company practices and policy terms, 
it would seem as a general rule that the 


cash surrender value (or interpolated ter- 
minal reserve, with adjustment for current 
premium) should be the measure of “fair 
market value.” 


(4) Does an exchange of policies result 
in a capital gain or ordinary income? 


Section 1035 states that no gain or loss 
shall be recognized on the exchange of 
certain contracts, and makes a cross-refer- 
ence to Section 1031 for rulings relating 
to recognition of gain or loss where an 
exchange is not solely in kind, and for rules 
relating to the basis of property acquired 
in a Section 1035(a) exchange. It seems 
entirely clear that any exchange of a con- 
tract for another contract and cash that 
would not have been taxed under Section 
1035 if cash had not been received in the 
exchange is an exchange to which capital 
gain treatment must be accorded if a life 
insurance contract is a capital asset. 


A capital asset under Section 1221 is any 
property held by the taxpayer whether or 
not connected with his trade or business, 
with certain exceptions that do not embrace 
insurance contracts. Since an insurance 
contract is property, it must be a capital 
asset. Consequently, the capital gain pro- 
visions applying to the sale or exchange of 
a capital asset must be available in respect 
of insurance contract exchanges, and a long- 
term capital gain should result if the ex- 
changed insurance contract has been held 
for six months or more. It would, there- 
fore, appear that the 1954 Code has effec- 
tively overruled the apparent position of 
the Internal Revenue Service under the 
1939 Code, as reflected in Rev. Rul. 54-264 
—that an exchange of an insurance contract 
for cash and another contract results in 
ordinary income. Of course, Rev. Rul. 
54-264 dealt, under the 1939 Code, with the 
exchange of an endowment policy for cash 
and a paid-up life insurance policy, Such an 
exchange and the exchange of an endow- 
ment for a later endowment are not specif- 
ically embraced within Section 1035 or 
within the rule of 1031(b). The inference 
is clear, however, that exchanges which 
will be recognized will be governed by the 
general rule involving exchanges of capital 


assets. 


(5) What constitutes an endowment con- 
tract, an annuity contract or a life insurance 
contract as those terms are 
the law? 


defined in 





7% See Secs. 1001 and 1031. 
7 Estate of Richard C. Dupont, 18 TC 1134 
(1952). 
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8 See Gift Tax Regulations, Sec. 86.19(i). 
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An endowment contract is defined in 
Section 1035(b) as a contract which depends 
in part on the life expectancy of the in- 
sured and which may be payable in full in a 
single payment during his life. <A _ life 
insurance contract is to be distinguished 
from an endowment contract under the law 
on the basis that it is not ordinarily payable 
in full during the life of the insured. 


The use of the word “ordinarily” may 
raise a problem of interpretation. The 
Senate committee report, page 428, states 
that the word “ordinarily” has been inserted 
in the definition of a life insurance contract 
to include as life insurance and not as 
endowment those contracts which, although 
in other respects not considered as payable 
to the insured during his lifetime, may 
become payable to a very long-lived insured 
when he reaches such an advanced age. 
What is an “advanced” age? Possible 
meanings of these words make uncertain 
how a retirement income contract, for in- 
stance, under which a face amount of insur- 
ance is payable until a specified age when 
the accumulated values under the contract 
become payable as an annuity, is to be 
classified. 


An annuity contract is to be distinguished 
from an endowment contract on the basis 
that it may be payable during the life of 
the annuitant only in installments. It is 
difficult to be certain of the meaning of this 
definition in view of the use of the words 
“may” and “only.” For instance, it seems 
unlikely that this definition was meant to 
exclude from the category of annuity con- 
tracts a large number of annuity contracts 
under which the annuitant may elect to 
take the commuted value in a lump sum or 
other form of settlement which is not pay- 
able “only in installments,” but literal appli- 
cation of the language of the new law 
might lead to their exclusion. 


A problem may also arise where an in- 
sured elects, under an option contained in 
an endowment contract, to postpone any 
payments until five years after the maturity 
date, at which time a life annuity is to 
commence. Is this election to be classified 
another contract of 


as an exchange for 


endowment insurance providing for regular 


” Sec. 24(a) (6), 1939 Code. 

% Sec. 264. 

811, T, 3513, 1941-2 CB 75; 
June 17, 1943. 

82 See Lutnicki, ‘‘The Validity of Pyramid 
Premium Agreements,’’ 9 Association of Life 
Insurance Counsel Proceedings 605 (1948). 

83 Senate committee report, at p. 38, states: 
“In the case of life-insurance contracts, a 


letter ruling dated 
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payments beginning at a date later than 
the date payments were to have begun 
under the contract exchanged, in which case 
gain would be recognized, or is the election 
to be treated as an exchange for an “annuity 
contract,” in which event no gain or loss 
will be recognized? 


Bank Loan Plans—Changes in Law 


The old law™ disallowed a deduction for 
interest paid on indebtedness incurred to 
purchase a single premium life insurance 
or endowment contract. The law provided 
that if substantially all of the premiums 
on such a contract are paid within a period 
of four years from the date on which such 
contract is purchased, the contract shall 
be considered a single premium contract. 


The new law continues these provisions 
and extends them to annuity contracts pur- 
chased after March 1, 1954. The new law 
also provides that if an amount is deposited 
with an insurance company after March 1, 
1954, for payment of a substantial number 
of future premiums on a life insurance 
endowment or annuity contract, the con- 
tract shall be treated as a _ single 
mium contract. 


pre- 


A transaction which has become known 
as the bank- loan plan generally involves 
borrowing money from a bank and using 
the money to pay premiums in advance on 
a life insurance or annuity contract. As- 
suming that the interest is deductible and 
that the discount allowed by the insurance 
company for the advanced payment of pre- 
miums is not taxable, there may be a possible 
profit from the transaction. The Internal 
Revenue Service has held that the discount 
allowed on advanced premiums does not 
constitute taxable income.” 


The advance deposit contracts of various 
companies differ, and it might be that under 
some of these contracts the amount de- 
posited would not be considered as the 
payment of a premium.” Apparently, Con- 
gress wanted to make it clear that in all 
cases the deposit of advanced premiums 
would be regarded as payments of premi- 
ums, provided a “substantial number” of 
deposits were made.” There is nothing in 


method has been devised to avoid the limita- 
tion on the interest deduction for indebtedness 
on single-premium contracts. The purchaser 
borrows an amount approximating the single- 
premium cost of the policy but, instead of 
purchasing the policy outright, deposits the bor- 
rowed funds with the insurance company for 
payment of future premiums on the policy. The 

(Continued on following page) 
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the committee reports to indicate what 
constitutes a “substantial number.” Ap- 
parently, there would not be any substantial 
number of ‘deposits if the sole object of the 
change in the law was to prevent avoidance 
of the limitation in the old law by making 
deposits instead of actually paying premi- 
ums, and the total deposits made would 
not constitute the payment of substantially 
all of the premiums within a period of four 
years from the date on which the contract 
was purchased. However, it will be neces- 
sary to wait until regulations have been 
issued with respect to Section 264 before 
it will be known how the Treasury De- 
partment interprets the words “substantial 
number of future premiums.” 


It should be noted that indebtedness in- 
curred for the purpose of purchasing cer- 
tain annuity contracts will no longer give 
rise to an interest deduction. However, it 
was doubtful under the old law whether 


an interest deduction was allowable with respect 
to certain single premium annuity contracts.™ 


Business Purchase Agreements 
and Life Insurance 


The use of life insurance in funding busi- 
ness purchase agreements has been affected 
by changes made in the income tax law by 
the 1954 Code. Because of the increasing 
purchases of life insurance for buy-out 
purposes, some notice of changes in the 
law relating to partnerships and corpora- 
tions seems advisable. 


Partnerships — cross-ownership plans. — 
Under the old law, if partners owned! in- 
surance on the lives of each other and one 
of the partners died, the general rule was 
that the surviving partners could not buy 
the policies owned by the estate of the de- 
ceased partner on the lives of any of the 
surviving partners without the proceeds 
payable at death being at least partially 
taxable. An exception to this rule was 
that a surviving partner could buy a policy 
on his own life, as the transfer-for-value 
rule was not applicable in such a case. The 
new law expressly excludes from the trans- 
fer-for-value rule transfers to the insured, 
to a partner of the insured or to a partner- 
ship in which the insured is a partner.™ 


(Footnote 83 continued) 

bill will prevent this type of avoidance by 
providing that if an amount is deposited with 
an insurer for payment of a substantial num- 
ber of future premiums on the policy, the 
contract will be treated as a single-premium 
contract. No interest deduction will be allowed 
on the indebtedness incurred, or continued, to 
purchase or carry such a contract.’’ 
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Thus, if there is a partnership composed 
of A, B and C, and A dies owning policies 
on the lives of B and C, B may now buy 
the policies from the estate of A on the 
life of C, and C may similarly buy the 
policies from the estate of A on the life 
of B, and thus have the policies for use in a 
business purchase agreement between B and C. 


Partnership owning the insurance.-—-Un- 
der the old law, there was some objection 
to having a partnership own insurance for 
the purpose of liquidating the interest of 
a deceased partner, due to the fear that the 
surviving partners might be considered as 
purchasing the interest of the deceased part- 
ner in the policies owned by the partner- 
ship on the lives of the surviving partners. 
Since the courts and, finally, the Internal 
Revenue Service, held that the sale of an 
interest in a partnership was a sale of a 
capital asset—the partnership interest—and 
not a sale of specific assets owned by the 
partnership, this fear does not appear to 
have been well founded.” 


However, the new law has clarified the 
situation by specifically providing that a 
transfer of an interest in insurance to a part- 
ner of the insured or to a partnership in 
which the insured is a partner shall be 
exempt from the transfer-for-value rule. 


Another objection to having the partner- 
ship own the insurance under the old law 
was that there was a question whether the 
surviving partners increased their respec- 
tive cost bases where the insurance pro- 
ceeds were payable to the partnership. The 
old income tax regulations provided that 
the adjusted basis of a partner should be 
increased by the amount of his share in 
any undistributed partnership net income 
earned since he became a partner, on which 
the income tax had been paid.” The pro- 
ceeds of life insurance payable to the part- 
nership would not be taxable and, therefore, 
a partner’s cost basis would apparently not 
be increased by his share of the proceeds 
of insurance. However, the new law ex- 
pressly increases a partner’s cost basis by 
the income of the partnership which is 
exempt from the income tax.” If a partner- 
ship composed of A, B and C, each of 

8t See Rev. Rul. 54-94, 1954-1 CB 53. 

8 Sec. 101(a) (2)(B). 

8G. C. M. 26379, 1950-1 CB 58; Commissioner 
v. Lehman, 48-1 ustc § 9121, 165 F. (2d) 383 
(CCA-2). 


87 Regs. 118, Sec. 39.113(a) (13)-2. 
88 Sec. 705. 
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whom has an equal interest in the partner- 
ship, owns $60,000 of insurance on the life 
of A, which is collected at his death, there 
will be an increase in the cost basis of 
each partner, representing his distributive 
share of the proceeds. If the policy had 
a cash value which was carried on the books 
of the partnership as a capital asset, such 
cash value would be subtracted from the 
proceeds in determining the net increase in 
the cost basis of the partners. 


Changes in capital gain treatment.—Un- 
der the old law, if the estate of a decedent 
sold its interest in a partnership, any gain 
from the sale was treated as a capital gain.” 
Often there was no such gain because the 
estate was given a cost basis equal to the 
fair market value of the partnership interest 
at date of death of the partner, or at the 
optional valuation date, if so elected.” A 
sale in an arm’s-length transaction made 
soon after the death of the partner was 
usually determinative for estate tax valua- 
tion purposes. 


Under the new law, payments made by a 
partnership in liquidation of the interest of 
a deceased partner, which can be considered 
in payment for the decedent’s interest in 
unrealized receivables or for his interest in 
good will, except to the extent that the 
partnership agreement provides for a pay- 


ment with respect to good will, will not be 
given capital gain treatment. Moreover, 
any payment with respect to inventory 
items which have appreciated substantially 
in value will be given similar treatment.” 


Under the new law, if a sale is made of 
the interest of a deceased partner to the 
surviving partners or other persons, the 
amount paid for such interest attributable 
to unrealized receivables of the partnership 
or inventory items which have appreciated 
substantially in value shall be considered 
as an amount realized from the sale or 
exchange of property other than a capital 
asset.* Amounts paid for good will are 
given capital gain treatment where there is 
a sale of a partner’s interest to another part- 
ner or other person, and there is no liquida- 
tion of the interest of the deceased partner. 


In the case of a professional partnership, 
where payments are made to a widow of a 


deceased partner not in exchange for the 
interest of such partner in partnership 
property but in recognition of the services 
rendered by the deceased partner, the amounts 
so paid, whether as a percentage of profits 
or as a guaranteed amount, will be taxable 
as ordinary income to the widow, and such 
amounts will not be taxable to the surviv- 
ing partners." There is no limitation on the 
period of time during which such payments 
may be made.” The new law follows a number 
of court decisions applicable to the old law.” 


Stock Retirement Agreements 


Distributions in redemption of stock to 
pay death taxes (Section 303).—If a cor- 
poration redeems part of the stock of a 
shareholder, there has always been the 
possibility that the amount distributed by 
the corporation in redemption of the stock 
might be considered a taxable dividend if 
the corporation has earnings and profits at 
the time of the redemption.” The old law 
was amended in 1950, and again in 1951, 
to exclude from such a possibility amounts 
paid in redemption of stock owned by a 
deceased shareholder if the redemption met 
certain requirements.” As the law was 
amended, the value of the stock had to 
compromise more than 35 per cent of the 
value of the gross estate, and the amount 
distributed could not be in excess of the 
estate and inheritance taxes. The new 
law ® has increased the amount that may 
be distributed to an amount not in excess 
of the estate and inheritance taxes, plus 
the funeral and administration expenses. 
It has also made this provision available 
to an estate where the value of all of the 
stock in the corporation is either more than 
35 per cent of the value of the gross estate 
or more than 50 per cent of the taxable 
estate. Moreover, if the decedent owns 
stock in a number of corporations, the 
estate may regard these corporations as one 
corporation for determining the 35 or 50 
per cent limitation if 75 per cent in value 
of the outstanding stock in each corpora- 
tion was included in the gross estate of 
the decedent. 


Other distributions in redemption of stock 
(Section 302).—A distribution in redemp- 





89 See footnote 86. 

* Sec. 113(a) (5), 1939 Code. 

%t Sec. 736. 

% Sec. 751. 

% Sec. 751. 

% Sec. 736(a). 

% Senate committee report, p. 395. 

% Charles F. Coates, CCH Dec. 15,224, 7 TC 
125 (1946); Sidney Hess, CCH Dec. 16,967, 12 
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TC 773 (1949); Bull v. U. S., 35-1 ustc { 9346, 
295 U. S. 247. 

% Sec. 115(g) (1), 1939 Code. 

8 Sec. 115(g)(3), 1939 Code, as added by the 
Revenue Act of 1950 and amended by the Rev- 
enue Act of 1951. 

Sec. 303. 





tion which does not meet the conditions of 
Section 303 may be taxable as a dividend 
unless the requirements of another section 
—Section 302—are met. This section covers 
redemption of all the stock of a share- 
holder as well as part of the stock. Under 
the old law, it had been generally assumed 
for a number of years that if all of the 
stock of a shareholder were redeemed, there 
would be no taxable dividend, even if stock 
continued to be owned by members of the 
shareholder’s family.” However, certain 
amendments to the regulations were pro- 
posed in 1951, but were not put into effect, 
which provided that close family relation- 
ship should be taken into account in con- 
sidering whether the redemption was essentially 
equivalent to a dividend.” 


The new law lays down the general rule 
that a redemption shall not be treated as a 
dividend if the redemption is in complete 
redemption of all of the stock owned by 
the shareholder.” However, the new law 
provides that any stock owned by a bene- 
ficiary of an estate shall be considered as 
being owned by the estate.’ Any stock 
owned by certain relatives of a beneficiary, 
or by certain partnerships, estates, trusts 
and corporations, may also be attributed to 
the beneficiary.™ It follows that if a corpo- 
ration redeems all of the stock owned by 
a deceased shareholder from his estate, ‘it 
may also be necessary to redeem all of the 
stock owned by any person who was a 
beneficiary of the decedent’s estate or at- 
tributed to such beneficiary. In a com- 
munity property state where the stock is 
community property, it would be necessary 
to buy the stock owned by the surviving 
spouse if she is the beneficiary of her 
husband’s estate. Perhaps that would be 
desirable in any case. If it is not desired 
to purchase such stock, or if the beneficiary 
of the estate does not wish to sell, then it 
is still possible that the redemption from 
the estate will not result in a taxable divi- 
dend if it can be shown that the redemption 
is not essentially equivalent to a dividend.” 
Where there is a bona-fide purchase agree- 
ment entered into between the shareholder 
and the corporation during the life of the 
shareholder, in order to keep control of 

1 See Regs. 118, Sec. 39.115(g)-1, which pro- 
vides that “‘. a cancellation or redemption 
by a corporation of all of the stock of a par- 
ticular shareholder, so that the shareholder 
ceases to be interested in the affairs of the 
corporation, does not effect a distribution of 
a taxable dividend.”’ 

116 Federal Register 10312 (1951). 

102 Sec. 302(b) (3). 

#3 Secs. 302(c) and 318(a)(2)(A). 
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the corporation in the surviving shareholders, 
such a contract should go a long way in 
proving that the redemption is not es- 
sentially equivalent to a dividend. How- 
ever, a ruling, if it can be obtained, would 
be advisable.™ 


Redemption of stock without losing con- 
trol of corporation.—Often the estate wishes 
to cause to be redeemed only part of its 
stock so as not to lose control. If the 
provisions of Section 303 are met, it is pos- 
sible to cause nonvoting stock to be issued 
after the death of the shareholder and to 
redeem such stock, without there being 
a taxable dividend. If the conditions of 
Section 303 are not met, nevertheless, if 
Section 306 stock (s*-erally a preferred 
stock issued as a dividend on common 
stock) has been issued to a shareholder 
during his life, his estate may have such 
stock redeemed and the amount paid in 
redemption will not be treated as amounts 
paid in redemption of Section 306 stock if 
the conditions of Section 302 or 303 
met.’” 


are 


Estate Taxes—Life Insurance 


Since the effective date of the Revenue 
Act of 1942, October 21, 1942, the federal 
estate tax law has provided that life insur- 
ance covering the life of a decedent shall 
be included in his gross estate (1) if the 
proceeds were payable to his estate, (2) 
if the insured possessed any incidents of 
ownership at the time of his death or (3) 
to the extent the insured paid the premiums 
either directly or indirectly.” 


The 1954 Code eliminated the premium 
payment test but made certain reversionary 
interests incidents of ownership, which was 
not the case under the 1939 Code. Life 
insurance must be included in the gross 
estate if the decedent had a reversionary 
interest in a policy on his life which ex- 
ceeded 5 per cent of the value of the policy 
immediately before his death. 


In explaining the abolition of the pre- 
mium payment test with respect to the 
taxation of the proceeds of life insurance, 
the House Ways and Means Committee 


104 Sec. 318(a). 

105 Sec. 302(b) (1). 

1% For a good explanation of the application 
of Secs. 302 and 318, see Winton and Hoffman, 


“A Case Study of Stock Redemptions under 
Sections 302 and 318 of the New Code,’’ 10 Taz 
Law Review 363 (March, 1955). 

17 Sec. 303(c). 

108 Senate committee report, p. 245. 

109 Sec. 811(g), 1939 Code, as amended. 
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report said: “No other property is subject 
to estate tax where the decedent initially 
purchased it and then long before his death 
gave away all rights to the property.” ™ 
The Senate Finance Committee report 
repeated this statement and then added 
F and to discriminate against life in- 
surance in this regard is not justified.” ™ 
The committee reports thus clearly state 
that it was the intent of Congress to per- 
mit an insured to give away a policy on 
his life and get it out of his estate, as he 
could do with stocks, bonds or other property. 


However, it has been argued that in draft- 
ing Section 2042 Congress placed life in- 
surance in a different category from other 
property, and if there were a possibility of 
the insured inheriting the property that he 
had given away, and the chances were one 
in 20 that he would inherit such property, then 
the proceeds would be taxable in his estate. 


This fear that the possibility of inherit- 
ance may be considered a reversionary in- 
terest arises out of the following provision 
in Section 2042: 


“. . the term ‘incident of ownership’ 
includes a reversionary interest (whether 
arising by the express terms of the policy 
or other instrument or by operation of law) 
only if the value of such reversionary in- 
terest exceeded 5 percent of the value of the 
policy immediately before the death of 
the decedent. As used in this paragraph, 
the term ‘reversionary interest’ includes a 
possibility that the policy, or the proceeds 
of the policy, may return to the decedent o1 
his estate, or may be subject to a power 
of disposition by him.” 


How much substance is there to the fear 
that the possibility of inheritance consti- 
tutes a “reversionary interest” as that term 
is used in Section 2042? It is said that one 
inherits property by “operation of law.” 
Therefore, it would seem to follow that 
even if the decedent’s wife had purchased a 
policy with her separate funds, the decedent 
would have had a reversionary interest in 
the policy. While this policy would not 
“return” to the decedent because he never 
owned it, there would be the possibility 
that the policy “may be subject to a power 
of disposition by him.” But could Congress, 
by any stretch of the imagination, have in- 
tended that property which the decedent at 


10 House committee report, p. 91. 

11 Senate committee report, p. 124. 

121 ustc J 347, 278 U. S. 339 (1929). 

13 Professor A. James Casner, ‘‘The Internal 
Revenue Code of 1954: Estate Planning,’’ 68 
Harvard Law Review 222, 256 (December, 1954). 
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no time owned, purchased or had any interest 
in should be included in the estate of a 
decedent? 


It would be difficult to find a constitu- 
tional basis for such a tax. In Reinecke v. 
Northern Trust Company,’’ it was held that 
the mere passing of enjoyment of property 
at the decedent’s death did not warrant the 
imposition of an estate tax if the decedent 
had no control over or interest in the 


property at the time of his death. 


It may be argued, however, that the re- 
sult would be different if the decedent 
owned the policy and transferred owner- 
ship prior to his death. There would be 
the “possibility that the policy, or the pro- 
ceeds of the policy, may return to the 
decedent or his estate This brings 
us back to the question as to whether a 
possibility of inheritance is a “reversionary 
interest (whether arising by the express 
terms of the policy or other instrument or 
by operation of law) ” As stated by 
Professor Casner: “The term ‘reversionary 
interest’ is a property law term and in that 
field it has never been used to include the 
expectancy of ‘an heir.”** An estate in 
reversion has been defined as “the residue 
of an estate left in the grantor, to commence 
in possession after the determination of 
some particular estate granted out by him.” ™ 
In view of the general meaning given to 
the term “reversionary interest” and the in- 
tent of Congress as expressed in the 
committee reports, it is submitted that the 
words “operation of law” were intended to 
apply to a situation where the decedent in 
his transfer of interest in his policy failed 
to name an ultimate beneficiary or owner 
in the event of the prior death of named 
beneficiaries or owners. In fact, the words 
“whether arising by the express terms of 
the policy or other instrument or by opera- 
tion of law” indicate that Congress had in 
mind, in using the words “by operation of 
law,” a “reversionary interest” which might 
arise from the failure to expressly dispose 
of the decedent’s entire interest in the 
policy, such as in the Spiegel case,"* where 
no provision was made for distribution of 
corpus and accumulated income should the 
decedent survive all of his children and 
grandchildren. In the Spiegel case, the Su- 
preme Court held that there was a possibil- 
ity that the trust property would revert to 


1431 Corpus Juris Secundum, Estates, Sec. 
125. 

15 Hstate of Sidney M. Spiegel v. Commis- 
sioner, 49-1 ustc { 10,703, 335 U. S. 701. See 
also Commissioner v. Estate of Frank Hall, 


46-1 ustc {] 10,253, 153 F. (2d) 173 (CCA-2). 
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the donor because the donor failed to name 
the ultimate beneficiary in the event of the 
prior death of all of the named beneficiaries. 
The donor might recover the property not 
by inheritance, but under the terms of the 
trust instrument as construed by the courts. 


It has been said that even if the com- 
mittee reports state, in effect, that life in- 
surance should not be discriminated against 
and, thus, treated as other property, since 
the language of the law is unambiguous, the 
words of the statute must govern. It is 
submitted that the language is not clear if it 
is proposed to interpret the words “opera- 
tion of law” as including possibility of in- 
heritance, which has never heretofore been 
considered a reversionary interest.” It has 
further been stated that Section 2042, as 
drafted, failed to treat life insurance as 
other property, since it did not contain a 
sentence found in Section 2037 which pro- 
vides, in effect, that a reversionary interest 
shall be disregarded for estate tax purposes 
if the property transferred to take effect at 
death “could have been obtained by any 
beneficiary during the decedent’s life through 
the exercise of a general power of appoint- 
ment—which in fact was exercisable im- 
mediately before the decedent’s death.” ™ 
But such language is irrelevant in answer- 
ing the question whether a reversionary in- 
terest includes the possibility of inheritance. 
It relates to a different situation, namely, 
where there is a reversionary interest, ex- 
pressed or implied by operation of law, and 
there is also a general power of appoint- 
ment. It has never been suggested that a 
possibility of inheritance constitutes a rever- 
sionary interest under Section 2037, where 
there is no general power of appointment.” 


Even if the possibility of inheritance were 
considered a “reversionary interest,” it is 
submitted that where an owner of a policy 
has the power to surrender the policy for 
its cash value or otherwise dispose of the 
policy during his lifetime, the value of such 


reversionary interest may never exceed 5 
per cent of the value of the policy im- 
mediately before the death of the insured. 
Section 2042 states: 


“The value of a reversionary interest at 
any time shall be determined (without re- 
gard to the fact of the decedent’s death) 
by usual methods of valuation, including 
the use of tables of mortality and actuarial 
principles, pursuant to regulations prescribed 
by the Secretary or his delegate.” 

How can the possibility of inheritance 
be deemed to constitute a 5 per cent re- 
versionary interest, according to actuarial 
principles, when the owner has the un- 
restricted power to dispose of the policy 


during his lifetime by surrender or transfer? 


In Goldstone v. U. S.,"° the Supreme Court 
held the fact that the owner of a policy 
had the right to surrender or dispose of 
the policy did not nullify the existence of a 
reversionary interest in the decedent, which 
the decedent had expressly retained. But in 
that case there was no law requiring the 
transferor to have a 5 per cent reversionary 
interest. Moreover, the Treasury Depart- 
ment subsequently, by regulation, ignored 
the Goldstone case by providing that the 
value of property is not includable in the 
estate of the decedent, even though it might 
revert to the decedent if possession or en- 
joyment can be obtained by beneficiaries 
during the transferor’s lifetime through the 
exercise of a power.” 

Furthermore, reports of both the House 
and Senate indicate that the 5 per cent 
reversionary provision was inserted for the 
following reason: “To place life-insurance 
policies in an analogous position to other 
property, however, it is necessary to make 
the 5 percent reversionary interest rule 
applicable to other property, also applicable 
to life insurance.” The 5 per cent re- 
versionary interest with respect to other 
property had its origin in the Technical 





uéThe Supreme Court does not always fol- 
low the plain meaning of words where to do 
so would go contrary to the purpose of the act. 
See U. S. v. American Trucking Association, 
310 U. S. 534, 543 (1940); Helvering v. Morgans, 
Inc., 35-1 ustc { 9006, 293 U. S. 121, 126 (1934); 
and Justice Reed’s dissenting opinion in Com- 
missioner v. Estate of Sternberger, 55-1 ustc 
7 11,504, 75 S. Ct. 229. 

17 See Harry Yohlin, ‘‘Life Insurance Plan- 
ning Under the New Revenue Code,’’ 1955 In- 
surance Law Journal 7 (January). 

18 See Frederick O. Dicus, ‘‘Some Implica- 
tions of the 1954 Code for Estate Planning,”’ 
32 TAXES 938, 939 (December, 1954), in which 
it is said: ‘‘No decision, even in the hectic 
periods of the past, has held a mere right of 
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or renunciation standing 


inheritance alone to 
be a taxable reversionary interest, but the 
point has been the subject of judicial note and 
comment.’’ References are made to Commis- 
sioner v. Singer’s Estate, 47-1 ustc { 10,552, 161 
F. (2d) 15 (CCA-2); Commissioner v. Estate of 
Frank Hall, cited at footnote 115; Commissioner 
v. Marshall, 53-1 ustc { 10,893, 203 F. (2d) 534 
(CA-3). 

119 45-2 ustc J 10,209, 325 U. S. 687. 

20 Regs. 105, Sec. 81.17, as amended by T. D. 
5512, 1945-1 CB 264, later incorporated into the 
law by Sec. 7 of the Technical Changes Act of 
1949. 

121 House committee report, p. 91; Senate com- 
mittee report, p. 124. 


IL J — June, 1955 





cceed 5 
icy im- 
nsured. 


rest at 
out re- 
death) 
cluding 
ctuarial 
escribed 


sritance 
ent re- 
ctuarial 
he un- 
policy 
‘ansfer? 
e Court 
policy 
ose of 
ce of a 
, which 
But in 
ing the 
‘sionary 
Depart- 
ignored 
lat the 
in the 
t might 
or en- 
iciaries 
igh the 


House 
‘rr cent 
for the 
surance 
» other 
>» make 
st rule 
dlicable 
ent re- 
» other 
chnical 


lone to 
yut the 
ote and 
Jommis- 
D02, 161 
state of 
issioner 
2d) 534 


y¥T. DB 
nto the 
| Act of 


te com- 


le, 1955 


If the decedent made a transfer of 
property as a gift within a period of 
three years ending with the date of 
his death, then such transfer shall be 
deemed to have been made in con- 
templation of death, unless shown to 
the contrary.—Code Section 2035. 


Changes Act of 1949. Referring to that pro- 
vision in the act, the conference report 
states: “The rule of Robinette v. Helvering 
(318 U. S. 184), under which a reversionary 
interest not having an ascertainable value 
under recognized valuation principles is con- 
sidered to have a value of zero, is to apply.” ™ 

When the same principles were being ap- 
plied in the Revenue Act of 1950, in the case 
of life insurance in which the insured pos- 
sessed no incidents of ownership after Janu- 
ary 10, 1941, the Senate report” used these 
same words verbatim. The Supreme Court 
also continued to value at zero a future 
right subject to defeat by the exercise of 
discretion in another person. (See Mer- 
chants National Bank v. Commissioner™ and 
Henslee v. Union Planters National Bank 
and Trust Company.) 


Effect of payment of premiums after 
transfer of ownership of policy.—Under 
Section 2035, relating to transfers of prop- 
erty in contemplation of death, if the de- 
cedent made a transfer of property as a 
gift within a period of three years ending 
with the date of his death, then such trans- 
fer shall be deemed to have been made in 
contemplation of death, unless shown to 
the contrary. If a three-year period had 
elapsed after the transfer and before death, 
the transfer is conclusively treated as not 
made in contemplation of death. If the 
transferor of a policy dies within three 
years from the date of transfer, the entire 
value of the policy will be includable in 
his taxable estate if we assume that the 
transfer was made in contemplation of 
death. Where, however, a decedent who 
dies more than three years after the transfer 
continues to pay the premiums, the problem 


122 H, Rept. 1412, 81st Cong., 1st Sess., 1949-2 
CB 295, 297. However, the House and Senate 
committee reports, in speaking of the rever- 
sionary interest with respect to trusts, state: 
“Where it is apparent from the facts that prop- 
erty could have reverted to the decedent under 
contingencies that were not remote, the rever- 
sionary interest is not to be necessarily regarded 
as having no value merely because the value 
thereof cannot be measured precisely.’’ House 


Tax Problems 


is complicated. Let us assume that the pre- 
miums paid within three years of the de- 
cedent’s death were paid in contemplation 
of death; is there to be included in the 
estate of the decedent only the amount of 
the premiums paid, or such portion of the 
proceeds as the premiums paid within the 
three-year period bears to the total pre- 
miums paid? It would seem clear that if 
the decedent had given the owner of the 
policy money to do with as the donee 
pleased, all the donor gave was money and 
not an interest in the policy. 


However, even if the decedent is con- 
sidered as having paid a premium, it does 
not necessarily follow that a proportionate 
part of the insurance which he did not own, 
or with respect to which he possessed no 
incidents of ownership at the time he paid 
the premiums, should be included in his 
estate. Take a case where a policy was 
transferred by the decedent more than three 
years before his death. Let us assume that 
each annual premium amounted to $200, 
and the policy had a face value of $10,000. 
Let us further assume that the decedent 
paid one premium of $200 out of a total 
of six premiums paid within the three-year 
period. Will the decedent be considered as 
making a gift of one sixth of $10,000, or 
$1,666, for estate tax purposes, although he 
only parted with $200 within the three-year 
period? This result appears harsh, but yet 
it may result from the application of the 
principle adopted in Liebmann v. Hassett.” 
In that case it was held that where the 
policy was transferred in contemplation of 
death and the transferee subsequently paid 
premiums, there was includable in the in- 
sured’s gross estate the face amount of the 
policy less the proportionate amount of the 
insurance purchased with the premiums 
paid by the transferee. But Liebmann v. 
Hassett is merely giving relief to the tax- 
payer by following the regulations, which 
provided: “If the transferee has made addi- 
tions to the property, or betterments, the 
enhanced value of the property due thereto 
should not be included.” ™ 


It does not follow that merely because a 
donor pays an obligation of the donee and 
prevents a policy from lapsing, or a mort- 


report, p. A314; Senate report, p. 469. The 
Senate committee report (p. 473) states that the 
rules of valuation applicable to Sec. 2037 apply 
to Sec. 2042. 

123 Senate committee report (1950-2 CB 577). 

124 43-2 ustc {| 9630, 320 U. S. 256. 

123 49-1 ustc 7 10,701, 335 U. S. 595. 

126 45-1 ustc § 10,184, 148 F. (2d) 247 (CCA-1). 

127 Regs. 80, Art. 15. 
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gage from being in default or a leasehold 
from being forfeited, he has made a gift 
of a proportionate part of the value of the 
property. ‘Nevertheless, it is said: “The 
consensus seems to be that if any premiums 
are held to have been paid in contemplation 
of death, the portion of the death proceeds 
attributable to those premiums (on a pro- 
rata basis) will be includable in ‘the estate 
of the insured.” * 


Justification for Elimination 
of Premium Payment Test 


It is understood that the Treasury De- 
partment is considering recommending that 
the premium payment test be restored with 
respect to the proceeds of a policy payable 
in excess of the cash surrender value of 
the policy immediately prior to the death of 
the insured. This raises the issue as to 
whether the elimination of the premium 
payment test by the 1954 Code was justified. 


The Senate Finance Committee, in justi- 
fying the elimination of the premium pay- 
ment test, said: “No other property is 
subject to estate tax where the decedent 
initially purchased it and then long before 
his death gave away all rights to the prop- 
erty and to discriminate against life in- 
surance in this regard is not justified.” ™ 


The House committee minority report 
said: “But life insurance is not like other 
property. It is inherently testamentary in 
nature. It is designed, in effect, to serve as 
a will, regardless of its investment features. 
Where the insured has paid the premiums 
on life insurance for the purpose of adding 
to what he leaves behind at his death for 
his beneficiaries, the insurance proceeds 
should certainly be included in his taxable 
estate.” ™ 


Should life insurance be treated differently 
from other property? May not the property 
be put in trust and the transfer take effect 
in possession or enjoyment at death, with- 
out the property being subject to the 
estate tax? 


Whether or not a transfer is testamentary 
should, it seems, depend upon the method 
of transfer rather than the character of the 
property transferred. This proposition has 
been well supported by the following 
illustration: 


128 Albert Mannheimer, Henry Lamont 
Wheeler, Jr., and Joel Irving Friedman, ‘Gifts 
of Life Insurance by the Insured,’’ 1955 Insur- 
ance Law Journal 153, 159 (March). 

122 Senate committee report, p. 124. 

130 House committee report, p. B14. 
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“If a taxpayer periodically paid a fixed 
amount into an irrevocable trust which 
provided that on his death the principal 
together with the accumulated income should 
be paid to his wife, and if the taxpayer 
lived his normal expectancy, his wife, in 
normal would receive more than 
if the taxpayer had disbursed the same 
amounts as premiums on an ordinary life 
insurance policy taken out for her benefit. 
The trust would be no less testamentary in 
character than the policy, but it would not 
be taxable as part of the taxpayer's 
estate.” ™ 


course, 


It should be noted that, prior to the 
effective date of the 1954 Code, if property 
were put in trust to be held by the trustee 
until the death of the donor, the gift was 
considered as taking effect at death and 
subject to the estate tax.” The 1954 Code, 
however, took such gifts in trust out of the 
estate unless the decedent had retained a 
reversionary interest in the property having 
a value immediately before the death of the 
decedent in excess of 5 per cent of the value 
of the property.™ 


The fact that the donee would not be- 
come entitled to the possession and enjoy- 
ment of the gift until the donor died became 
immaterial. If the premium payment test 
should be restored, it would be logical to 
restore the law relating to trusts as it was 
prior to the 1954 Code. 


3ut it is said: “Insurance is sufficiently 
different in character from other property 
to justify an estate tax at the time of death, 
even though the policy has been irrevocably 
transferred long before death. This is true 
because in the usual case death adds greatly 
to the value of the property, causing a 
‘springing up, upon the death, and the then 
vesting in another, of property which pre- 
viously had not been existing in any one’.” ™ 
What substance is there to this “springing 
up” argument? 


This idea of “springing up” of value upon 
the death of the insured suggests that im- 
mediately upon the death of the insured 
there will generally be a substantial “in- 
crease” in the value of the gift. That is not 
in accord with experience. Generally, there 
will be a long series of premium payments. 
Such payments by the donor are subject to 
the gift tax. It may be that there will be 

81 Article cited at footnote 128, at p. 154. 

18 Sec. 811(c) (3), 1939 Code. 

133 Sec. 2037. 


34 Paul, Federal Estate and Gift Taxation, 
p. 525. 
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no tax payable on account of the exclusion 
and exemption provisions of the gift tax 
law, but that is true of all gifts of property, 
and it is immaterial to the question of 
whether life insurance should be treated 
differently from other property with respect 
to the estate tax. If, on the average, these 
subsequent payments of premiums when 
added to the cash values at the date of 
gift and subsequent investment income did 
not add up to the aggregate of the proceeds 
payable upon the death of the insured, the 
life insurance companies would become 


broke. 


It then becomes a question of whether 
there should be a tax imposed only in those 
cases where the death benefit might exceed 
the cash surrender or the reserve value of 
the policy. We are talking about a case 
where the insured no longer owns the 
policy and has no incidents of ownership 
in it. Should his estate be taxed because 
the gift he made, possibly years before his 
death, turned out to appreciate substantially 
in value because of his untimely death? 
The donor might have made a gift of 
mineral properties which he thought had 
speculative possibilities, instead of life in- 
surance, and the fact that such investment 
turned out profitably would not have any 
effect on his estate tax, assuming that the 
gift was not made in contemplation of 
death. It is submitted that the mere fact 
that in. case of a gift of a life insurance 
policy, the policy at the time of the death of 
the insured may increase in value over the 
value of the policy at the time of gift, 
plus subsequent premium payments, plus in- 
vestment income added to the reserves, is 
not sufficient reason to treat gifts of life 
insurance different from gifts of other 
property. 


What would be the effect of the partial 
restoration of the premium payment test? 
It would not materially increase revenue 
where the insured was a member of a 
wealthy family. Generally, such members 
would have property or income of their 
own, which would enable them to pay the 
premiums. The insured would neither di- 
rectly nor indirectly be paying the premiums. 
Also, such restoration of the premium 
payment test would have the effect of 
discriminating against the not-so-wealthy 
families in favor of the wealthy families. 


Estate Taxation—Annuities 


Under the old law, death benefits under 
annuity contracts purchased by the de- 
cedent were included in the gross estate. 
This was done under the provisions of the 
laws which taxed interests in property in- 
tended to take effect in possession or en- 
joyment at or after death, or interests with 
respect to which the decedent was entitled 
to a life income.” But where an employer 
purchased an annuity for an employee, with 
the right to elect a joint and survivor an- 
nuity, there was much uncertainty and 
litigation.™ 

Section 2039 of the new Code has in- 
cluded in the law for the first time a section 
in the estate tax law relating to annuities. 
The language of Section 2039(a) is very 
broad. The section title, “Annuities,” is 
misleading. It brings into the estate of the 
decedent the value of an annuity or other 
payment receivable by any beneficiary by 
reason of surviving the decedent under a 
contract “if, under such contract or agree- 
ment, an annuity or other payment was 
payable to the decedent, or the decedent 
possessed the right to receive such annuity 
or payment, either alone or in conjunction 
with another for his life or for any period 
not ascertainable without reference to his 
death or for any period which does not in 
fact end before his death.” 

It should first be noted that the death 
benefit may be a lump-sum payment. It 
need not be an installment payment. How- 
ever, such a death benefit does not come 
under Section 2039(a) unless the decedent 
was receiving, or possessed the right to 
receive, an annuity or other payment. This 
annuity or other payment must be for the 
life of the decedent “or for any period 
which does not in fact end before his 
death.” 

If an employee is receiving a salary at 
the time of his death, he may be said to 
be receiving “other payment” for a period 
which does not end before his death and, 
therefore, any death benefit payable under 
contract with the employer would appear 
to be subject to the application of Section 
2039(a). Similarly, if there were a deferred 
compensation contract and the employee 
died either payments commenced 
under such contract or before all payments 


before 





85 Cited at footnote 40; Commissioner v. Clise, 
41-2 ustc 10,099, 122 F. (2d) 998 (CCA-9); 
Commissioner v. Mearkle, 42-2 ustc { 10,193, 
129 F. (2d) 386. 

136 state of William J. Higgs v. Commis- 
sioner, 50-2 ustc { 10,782, 184 F. (2d) 427 (CA-3); 
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Commissioner v. Twogood Estate, 52-1 ust 
f 10,842, 194 F. (2d) 627 (CA-2); Rev. Rul. 158, 
I. R. B. 1953-17, 18; Senate committee report, 
p. 123. 





were completed, any death benefit under the 
contract would seem to come within Section 


2039(a).™ 


If the death payment were not made 
under any contract, the payment would 
apparently not be included in the gross 
estate“* It also should be noted that if 
some person other than the decedent con- 
tributed to the purchase of the: contract, 
then only such portion of the annuity or 
other payment should be included in the 
gross estate as was purchased by the de- 
cedent. It is also provided that contribu- 
tions made by an employer shall be considered 
as made by the decedent if made by reason 
of his employment. 


It also should be noted that Section 2039 
is not the only section that may be appli- 
cable to death benefits payable under an- 
nuity contracts. Sections 2033, 2035, 2036, 
2037 and 2038 may be applicable in certain 
cases. 


Annuities under qualified employee trusts 
and plans.—Section 2039(c) provides for the 
exemption of annuities or other payments 
receivable by any beneficiary (other than 
the executor) under an employee’s trust 
forming part of a plan meeting the require- 
ments of Section 401(a), or under a retire- 
ment annuity contract purchased under a 
plan meeting the requirements of Section 
401(a)(3), if at the time of the employee’s 
separation from employment or at the time 
of the termination of the plan, if earlier, 
such requirements are met. However, to 
the extent the employee contributed to such 
purchases, the exemption will be denied. 
Although Section 2039(c) does not spe- 
cifically exclude payments made under a life 
insurance contract, and expressly provides 
that it is applicable “notwithstanding the 
provisions of this section or any provision 
of the law,” the Senate committee report 
states that Section 2039 is not applicable to 
payments made under a life insurance 
contract. 

Section 2042 applies to life insurance 
contracts. However, the question arises 
whether, if payments are made under a life 
insurance contract, but a portion of the 
proceeds (representing the reserve) is con- 
sidered a distribution of a trust and not 





1% For other illustrations of the application 
of Sec. 2039(a), see Senate committee report, 
p. 470. 

138 W, S. Miller Estate, CCH Dec. 17,610, 14 
TC 657 (1950). Cf. Hstate of Howell, CCH Dec. 
17,834, 15 TC 224 (1950); Hstate of Stake, CCH 
Dec. 16,682, 11 TC 817 (1948) (acq.). The pay- 
ment would apparently be an expectancy, and 
not a property right. 
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exempt as life insurance proceeds under 
I. T. 3993, such proceeds will be exempt 
under Section 2039(c). If such portion is 
not considered life insurance for income 
tax purposes, it should not be so considered 
for purposes of the estate tax. If the in- 
sured had the right to change the bene- 
ficiary or possessed other incidents of 
ownership, it would appear that the pro- 
ceeds representing the amount at risk, 
which under I. T. 3993 is considered life 
insurance, would be taxable as life insurance 
under Section 2042. While there is some 
question as to the validity of I. T. 3993, in 
view of the provisions of Section 101(a) 
(corresponding to old Section 22(a)(1), 
exempting proceeds of life insurance paid 
by reason of the death of the insured), the 
ruling is entitled to more weight after the 
enactment of the 1954 Code, which did not 
change the 1939 provisions in this respect. 


It will be noticed that the employee's 
trust must meet all the requirements of 
Section 401(a), but the annuity plan need 
meet only the requirements of Section 401 
(a)(3), with respect to coverage. This was 
probably an oversight in drafting. 


It should also be noted that Section 2039 
(c) is applicable to estates of decedents 
dying at any time after December 31, 1953. 
The other estate tax sections of the 1954 
Code are applicable only to estates of de- 
cedents dying after August 16, 1954. 


Annuities under employee nonqualified 
plans.—Since such annuities do not come 
under the exemption provisions of Section 
2039(c), the general rules set out in Section 
2039(a) would apply. But if the rights of 
the employee and beneficiary are forfeitable 
at the date of the employee’s death, then it 
may be held that the decedent did not 
possess “the right to receive such annuity 
or other payment,” and Section 2039(a) 
would not apply. 


Gifts to Minors 


Gifts of a present interest under the old 
law.—Under the old law, there was some 
uncertainty at one time as to whether an 
outright gift to a minor (where there was 
no guardian in existence) constituted a gift 





139 Sec. 2039(b). 

140 Senate committee report, p. 472. 

141 1950-1 CB 75. 

142 See Garner, ‘‘Income and Estate Taxation 
of Annuities,’’ Proceedings of the New York 
University Thirteenth Annual Institute on Fed- 
eral Taxation (1955), p. 285. But see G. C. M. 
7242, 1952-1 CB 160. 
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of a present interest and, therefore, whether 
the donor was entitled to the $3,000 annual 
exclusion provision of the gift tax law.™ 
However, the Internal Revenue Service, in 
1954, published a ruling which acknowl- 
edged that there was no difference between 
a gift to an adult and that to a minor so far 
as a gift of a present interest is concerned. 
It was held that it was not necessary that 
a guardian be in existence at the time of 
the gift to a minor.™ 

If the gift to the minor was in trust, there 
was a conflict of decisions as to whether 
the gift was one of a present interest where 
the minor had the right to withdraw the 
corpus and income.™ 


Gifts of present interest under the new 
law (Section 2503(c)).—Section 2503(c) of 
the 1954 Code, entitled “Transfer for the 
Benefit of Minor,” provides that no part 
of certain gifts to an individual who has not 
attained the age of 21 years shall be con- 
sidered a gift of a future interest. In order 
for the gift to qualify it must comply with 
the following condition: 

Se if the property and the income 
therefrom—(1) may be expended by, or for 
the benefit of, the donee before his at- 
taining the age of 21 years, and (2) will to 
the extent not so expended—(A) pass to 
the donee on his attaining the age of 21 
years, and (B) in the event the donee dies 
before attaining the age of 21 years, be 
payable to the estate of the donee or as he 
may appoint under a general power of ap- 
pointment as defined in section 2514(c).” 

It will be noted that Section 2503(c) re- 
lates to gifts to individuals under 21. The 
language is broad enough to include out- 
right gifts, as well as gifts in trust. Suppose 
a gift of a policy is made outright to a 
minor. The policy is his to do with as he 
pleases. He may surrender the policy or 
transfer it, either by himself or through 


143 Fleming, ‘‘Gifts for the Benefit of Minors,’’ 
49 Michigan Law Review 529 (1951); Rogers, 
“Outright Gifts to Minors and the Gift Tax 
Exclusion,’’ 7 Tax Law Review 84 (1951); Dia- 
mond, ‘‘Tops and Dolls—or Gifts to Minors,’’ 
30 TAXES 987 (December, 1952). 

14 Rev. Rul. 54-400, I. R. B. 38, 13. The ruling 
cited with approval John H. Daniels, CCH Dec. 
18,135(M), 10 TCM 147 (1951). The ruling in- 
volved a gift of corporate stock. The reason- 
ing of the ruling, however, is applicable to 
gifts of other types of property. 

145 See Kieckhefer v. Commissioner, 51-1 ustc 
10,812, 189 F. (2d) 118 (CA-7); Stifel v. Com- 
missioner, 52-1 ustc { 10,855, 197 F. (2d) 107 
(CA-2); Gilmore v. Commissioner, 54-1 ustc 
{ 10,948, 213 F. (2d) 520 (CA-6). 

146 See Christian M. Lauritzen, II, ‘‘Drafting 
Problems in the Light of the New Provisions 
Dealing with Accumulation of Trust Income and 
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In 1954 the Internal Revenue Service 
published a ruling which acknowledged 
that there was no difference between 
a gift to an adult and one to a minor 
so far as a gift of a present interest 
is concerned.—Rev. Rul. 54-400. 


a guardian. It would appear that the gift 
would qualify under Section 2503(c). 

If the policy were issued with some per- 
son other than the insured or his estate as 
beneficiary, or if the policy were endorsed 
so as to become the property of a named 
third person if the donee died before the 
insured, the question whether the 
policy would qualify as a gift of a present 
interest. The donee has the power to cause 
the beneficiary to be changed and the own- 
ership endorsement to be canceled. In 
other words, he has a general power of 
appointment, and it would seem that the 
gift should qualify under Section 2503(c). 


arises 


It is argued that a gift of a life insurance 
policy in trust to a minor is a gift of a 
future interest because the new law re- 
quires the property and income of the trust 
to be available to the minor.“ However, 
there is nothing in the law that requires the 
trust property to be available to the minor. 
The law merely provides that the property 
and income “may be expended by, or for 
the benefit of, the donee before his attaining 
the age of 21 years ” (Italics sup- 
plied.) The Senate committee states it is 
not necessary that the trust property and 
income actually be expended.™ 

It would seem sufficient, if a life insur- 
ance policy becomes the property of a 
trustee for a minor, for the trust instrument 
merely to authorize the trustee to surrender 


Gifts to Minors,’’ 36 Chicago Bar Record 219 
(February, 1955), where it is said: “I am 
afraid that the Government will take the posi- 
tion that in using the income of a minor’s 
trust to purchase insurance you are freezing 
that income and not making it available to him 
as you are required to do under the terms of 
the new section.’’ 

147 Senate committee report, p. 479, states: 
“Your committee has amended the provisions of 
the House bill to provide that it is not neces- 
sary that the property or income therefrom 
be actually expended by or for the benefit of 
a minor during minority so long as all such 
amounts not so expended will pass to the donee 
upon attaining majority and, in the event of his 
prior death, will be payable to his estate or as 
he may appoint under a general power of ap- 
pointment.”’ 
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the policy, borrow against it or exercise 
other incidents of ownership for the benefit 
of the minor, according to the discretion of 
the trustee.. The policy should become the 
property of the minor upon his attaining 
the age of 21 and, if the minor died before 
that time, the policy should become the 
property of the minor’s estate. 


Must a life insurance policy, have a 
present cash surrender value?—It has been 
contended that a gift of a life insurance 
policy outright to either a minor or an 
adult must have a present cash surrender 
value to be treated as a gift of a present 
interest under either the old law or the new 
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law.’** There have been some unpublished 
rulings to that effect.” This, in spite of 
the fact that the regulations have long 
stated the following: “The term ‘future 
interest’ has no reference to such contractual 
rights as exist in a bond, note (though 
bearing no interest until maturity), or in 
a policy of life insurance, the obligations of 
which are to be discharged by payment 
in the future.” *° The regulations say noth- 
ing about the necessity for a policy’s having 
a cash surrender value—nor should they. 
It is well recognized that the cash surrender 
value of a policy is only one of the factors 
entering into its value.™ [The End] 


WHAT THE LEGISLATORS ARE DOING-—— aumeieiicles 


admitted assets invested in Alabama invest- 
ments. The premium tax will range from 
2.5 per cent for fire and/or marine com- 
panies and 3 per cent for all other companies 
when the percentage of assets is less than 
1 per cent, to 1.5 per cent for fire and/or 
Marine insurance companies and 2 per cent 
for all other companies when the percent- 
age of invested assets is .10 per cent and 
above. 

Every domestic company is now required 
to pay a premium tax equal to 0.5 per cent 
of the premiums and annuity considerations 
received. Formerly the tax on domestic 
fire and/or marine insurance companies was 
$1.50 per $100 and the premium tax on all 
other domestic insurance companies, includ- 
ing domestic life insurance companies, was 
$2.50 on each $100. 

Reciprocal exchanges and fraternal bene- 
fit societies are included with the definition 
of “insurance company.” The following 
taxes are repealed: reciprocal or inter- 
insurance exchanges, filing fees of $200 and 
premium tax of $1.50 per $100; fire marshal 
tax, 2/5 of 1 per cent. Act No. 77, Acts 
1955, H. B. 71-XX, approved April 13, 1955, 
effective January 1, 1956. 

Arkansas . . . Provision has been made 
for retaliatory taxes and fees on foreign 
insurance companies doing business in the 

148 See Lauritzen, article cited at footnote 146, 
construing certain decisions and principally 
Nashville Trust Company, 2 TCM 992 (1943). 
The correctness of that decision, however, was 
questioned in Arthur A. Frank, CCH Dec. 
14,227(M), 3 TCM 1180 (1944). The gift of the 
policy in the Nashville Trust Company case 
would have been a gift of a future interest, 
even if the policy had a cash surrender value, 
because the gift was made to several persons 
jointly, and no one donee could exercise any 
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State of Arkansas. Act 89, Acts 1955, S. B. 
84, approved February 21, 1955, effective 90 
days after adjournment. 


Florida . . . The certificate of authority 
of insurance companies shall be effective 
until June 1 after date of issuance. Laws 
1955, S. B. 76, approved and effective May 
3, 1955. 


Iowa .. A provision similar to the 
one in Arkansas has been passed in Iowa. 
It imposes taxes, fees, fines, penalties, restric- 
tions, obligations and conditions against a 
foreign insurer doing business in Iowa which 
are commensurate with those imposed against 
a similar Iowa company doing business in 
the state of the foreign insurer. The provi- 
sion does not apply to ad valorem taxes on 
real or personal property or to personal 
income taxes. Laws 1955, H. B. 335, ap- 
proved March 24, 1955, effective July 4, 1955. 


Oregon . . . The gross premiums tax on 
foreign insurance companies has been in- 
creased from 2 per cent to 2.25 per cent. 
The special % per cent fire and 
automobile fire and theft writers no longer 
exempts them from taxes upon or measured 
by net income from which they are not 
otherwise specifically exempted. Chapter 
278, Laws 1955, H. B. 495, approved May 
26, 1955, effective 90 days after adjournment. 


tax on 


of the rights in the policy without the consent 
of the other donees. See Skouras, CCH Dec. 
17,568, 14 TC 523, aff'd, 51-1 ustc { 10,805, 188 
F. (2d) 831 (CA-2). 

192 See Dwight Rogers, “‘Gift Tax Exclusions: 
New Developments,’’ 41 American Bar Associa- 
tion Journal 364 (April, 1955). 

150 Regs. 108, Sec. 86.11. 

61 Guggenheim v. Rasquin, 41-1 ustc § 10,013, 
312 U. S. 254, and Arthur A. Frank, cited at 
footnote 148. 
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Incurred v. Discovered Losses 


in Malpractice Insurance 


By RICHARD M. HEINS 


The author is assistant professor of 
insurance, University of California at 
Los Angeles. This article is reprinted 
from the Review of Insurance Studies. 


N DRAFTING insurance agreements, 

the most difficult problem to be solved 
is that of precisely defining the scope and 
limits of coverage. Various techniques have 
been employed in accomplishing that task, 
including the use of financial maximums 
of recovery, exclusions, conditions, deduc- 
tibles, rigorously defined perils and other 
restrictive or limiting clauses." Where the 
insuring agreement is ambiguous or incom- 
plete, the courts are asked to interpret the 
intent of the parties and draw the lines of 
demarcation between covered and uncov- 
ered losses which are not clearly presented 
in the written instrument.’ 

One important phase of the drafting 
problem is the establishment of the exact 
time when coverage begins and ends. The 
insuring agreements in the American mar- 
ket are normally written to taRe effect from 
the time of contract inception and to con- 

1 Above and beyond the wording of the actual 
written contract, other factors which affect the 
rights of the parties and, thus, the scope of the 
agreement, should be mentioned. The application 
of the legal doctrines of waiver, estoppel, con- 
cealment, warranties, conditions and represen- 
tations, including statements made to induce 
the contract of insurance, likewise assist the 
insurer in getting a correct estimation of the 
risk, defining and controlling the risk assumed, 
and determining the fact and extent of loss, 
if any. 

See Buist M. Anderson, editor, Vance on 
Insurance (Hornbook Series, 3d Ed.) (West 
Publishing Company, St. Paul, Minnesota, 1951), 
pp. 364-427. Also see 29 American Jurispru- 
dence 522-797. 

2The general rule of construction applied 
when insuring agreements are ambiguous is 
that they are interpreted against the party 
drawing the insurance agreement. Stroehmann 
v. Mutual Life Insurance Company, 300 U. S. 
435 (1937); Loventhal v. Home Insurance Com- 
pany, 112 Ala. 108 (1895). One court has 
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tinue for a specified duration unless there 
is an expression of intent of cancellation by 
the parties to the agreement.’ In its simplest 
form, the life of a policy is normally ex- 
pressed as falling between the two dates of 
inception and expiration. 


The time dimension plays a very crucial 
role in the insurance contract, as it estab- 
lishes two absolute limits within which the 
rest of the insurance agreement must operate. 
The origin and termination of the life of 
the policy are merely part of the necessary 
time limitation of the agreement, however. 
Attention must be focused on the more 
difficult problem of deciding what specific 
event or events must occur within the span 
of time circumscribed by the inception and 
expiration of the contract. In order to give 
any meaning to the agreement, the specific 
events which the two time measures are 
attempting to limit must be clearly defined. 


For example, the time limits in the fire 
insurance contract apply to the occurrence 
of the loss. A fire loss arising in the last 
few seconds of the policy life would be 
covered even though it was not reported to 
the company until after time of expiration.‘ 


expressed this burden to be that ‘‘insurance 
companies should declare their exemptions from 
liability in their policies in terms which can 
not admit of controversy.'’ Phoenix Insurance 
Company v. Slaughter, 12 Wall. 404 (U. S., 
1870). 

3 Of course, contracts may be open and run- 
ning with no terminal date expressed. Also, 
the life policy does not privilege cancellation 
and may usually be terminated only upon fail- 
ure of performance of the condition of premium 
payment by the insured. Lloyds of London and 
other marine insurers have developed numerous 
variations of the time dimension to fit the 
peculiarities of the marine risk. 

‘The standard fire contract covers the in- 
sured’s interest in the described property ‘‘for 
a term of years from noon standard time 
to noon standard time at the location of the 
property—against all loss by fire, lightning 
. . . .’ See insuring agreement, Statutory 
Standard Fire Pclicy, California Civil Code, Sec. 
2071. 
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In the burglary, robbery,® public liability,° 
inland marine‘ and other direct damage 
contracts, the time dimension applies to the 
occurrence of the events producing loss 
and not to the discovery or reporting of 
the loss. Almost without exception, the in- 
surance agreements for all types of con- 
tracts are worded to cover losses incurred 
between the policy dates of inception and 
expiration. 


This approach to loss indemnification has 
proved generally satisfactory to both the 
insured and the insurer, regardless of the 
type of loss. The insured is primarily con- 
cerned with occurrence of future loss-causing 
events and the minimization of their con- 
sequences. The complete inability to predict 
Occurrence of specific future events on an 
individual basis furnishes the prime motiva- 
tion for adopting certain risk-meeting de- 
vices. It is in this physical and psychological 
environment that the insurance mechanism 
operates most effectively. The occurrence 
of future loss-causing events, therefore, has 
been the logical foundation upon which to 
base the time limitation of the insurance 
agreement. Events producing loss not fall- 
ing within the time interval are thus effec- 
tively excluded. The cost of insurance is 
normally expressed as a function of the 
length of this time interval during which 
the loss-causing event must occur. In this 
manner, the insured is privileged to elect 
the time limits he desires and is charged 
proportionately.® 





Incurred Basis of Insurance 


The incurred basis of loss indemnifica- 
tion has proved to be inadequate in certain 
areas of risk exposure, particularly in the 
malpractice liability field.® This difficulty in 
establishing an effective and reasonable time 
theory upon which to indemnify the insured 
stems in large measure from the peculi- 
arities of the exposure itself. Losses arising 
from substandard professional service are 
usually not apparent at the time of the 
occurrence of the specific errant. conduct. 
The patient or client usually requires con- 
siderable time to measure the effect and 
quality of the practitioner’s services and 
will not sue until the latent consequences 
are revealed. For example, in one interest- 
ing case a physician, 17 years after the oc- 
currence of the specific conduct involving the 
alleged malpractice, was sued for $100,000.” 
The long delay between the occurrence of 
the event producing loss and the discovery 
of the loss by the patient indicates the 
peculiar time-dimension problem relating 
to the malpractice exposure. 


Furthermore, many malpractice losses de- 
velop from a series of events rather than 
from a single event. An accountant may negli- 
gently perform an audit year after year for 
his client and fail to discover certain irregu- 
larities during each of his examinations. 
Actually, loss has arisen from each failure 
to properly examine the client’s books rather 
than from a single act or event.“ These 
factors, among others,” distinguish the mal- 





5‘ . . to pay for loss by burglary or rob- 
bery’’ during the policy period is the usual 
form of the insuring agreement in the mer- 
cantile open stock policy. 

6. . to pay on behalf of the insured all 


sums which the insured shall become legally 
obligated to pay as damages caused by 
accident and arising out of the hazard ts 
is the usual insuring agreement in the public 
liability policies. This is interpreted to mean 
that the event or accident producing the liability 
must arise during the policy period. 


os does insure from noon stand- 
ard time to noon standard time [month and 
year inserted]’’ is the usual insuring agreement 
in the personal property coverages. 

8 Insurance rate quotations normally imply 
one year of coverage. For example, the fire in- 
surance rate is expressed as X cents per $100 
of coverage. This is for one year of protection, 
and contracts written beyond the one-year 
period are rated proportionately, giving effect to 
the term rule when applicable. 


®* Another example where’ indemnification 
agreements have by-passed the incurred basis 
is the discovery fidelity bond. This type of 
bond may be written to protect the obligee 
against fidelity losses actually incurred prior 
to the inception date of the bond, but not dis- 
covered until after inception date. 
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10 The facts of this case are extremely signif- 
icant. When Adin Alexander, Jr., was four 
years old, he had the defendant physician set 
his arm. Seventeen years later he brought suit 
against the defendant for alleged malpractice, 
contending the arm was never properly set, and, 
as a consequence, it became withered and in- 
capacitated. The first trial of the case resulted 
in a mistrial. At the second hearing the jury 
disagreed. After a date had been set for a 
third trial, the attorney representing the plain- 
tiff announced an out-of-court settlement for 
$8,000. Alexander v. Lowman, Reed, Barnard, 
Los Angeles Superior Court No. 402207, filed on 
May 19, 1936. 

1 See Flagg v. Seng, 16 Cal. App. (2d) 545, 60 
Pac. (2d) 1004 (1936). In this case, four sepa- 
rate audits were made, each failing to reveal 
the irregularities in the records of the client. 

122 Certain other factors distinguish malpractice 
losses from other insurable losses. Many of the 
claims arise from intentional conduct rather 
than unintentional conduct and, therefore, re- 
sult in the cause of action being sounded in 
intentional tort. For example, physicians per- 
forming unauthorized operations have been 
sued for assault and battery. See Wall v. Brim, 
138 F. (2d) 478 (1943). In insuring malpractice 


liability, the contracts, therefore, are normally 
written on an occurrence basis rather than on 
an accident basis. 


In addition, the loss arising 
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practice loss from the usual types of in- 
surable losses, and pose many problems to 
the insurer and insured alike with respect 
to the drafting of an insuring agreement 
with a workable time theory of indemnifica- 
tion. The incurred-basis malpractice policy 
is extremely deficient. From the insurer’s 
point of view, it is obvious that loss ex- 
perience which does not reflect the long 
delay between losses incurred and losses re- 
ported would be worthless for rate-making 
purposes. Loss frequency and severity are 
virtually impossible to estimate for a given 
policy year because the time limits of the 
policy life do not limit the period in which 
losses may be discovered or reported. Chang- 
ing economic and social conditions not con- 
templated at the time of writing the policy 
may greatly affect loss recoveries when they 
are finally determined by judicial processes.” 


A study of the extremely unstable rate 
levels for malpractice insurance emphasizes 
the difficulties in writing this coverage on 
the incurred basis.* Companies operating 
only from short-run statistics for rate-making 
purposes. have . painfully discovered that 
their actuarial assumptions were grossly in- 
accurate. The turnover in the companies 
writing malpractice insurance during the 
past 20 years has been comparatively heavy, 
at least in part due to the “slow loss emer- 


(Footnote 12 continued) 
from the malpractice suit is difficult to measure, 
for it includes the loss of professional reputa- 
tion. However, to avoid adverse publicity result- 
ing from a compromised claim, the malpractice 
insurance contract requires the insured’s con- 
sent before the company may settle out of 
court. This provision is standard in account- 
ants’, physicians’ and surgeons’, nurses’, hospi- 
tals’, attorneys’ and other professional liability 
policies. 

13The measure of damages allowable depends 
on many factors, such as the theory of action, 
the degree of malicious intent involved, if any, 
the pre-existing condition of the plaintiff and 
the nature of the relationship between the 
parties. Where malpractice has been found, 
the courts ordinarily require the return of the 
professional fee to the injured party. See 
City of East Grand Forks v. Steele, 141 N. W. 
181 (1913). Difficulty as to amount of damage 
allowable arises when additional injuries are 
recognized, such as loss of time, loss of serv- 
ices, impairment of capacity, expenses actually 
incurred, bodily pain and mental suffering, ac- 
celeration of death, disfigurement, loss of taste, 
loss of eye, and others. See West v. Underwood, 
40 Atl. (2d) 610 (1945); Hallinan v. Prindle, 62 
Pac. (2d) 1075 (1937); DeGroot v. Winter, 251 
N. W. 426 (1933). 

14In a separate study of the rate-making prob- 
lem connected with professional liability insur- 
ance, it was found that bureau-made rates 
have only been used in physicians’ and sur- 
geons’, hospitals’ and several other miscellane- 
ous professional policies. Bureau jurisdiction 
was not announced over these coverages until 
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gence” phenomenon.” From the insured’s 
point of view, the incurred-basis contract 
likewise poses certain problems. The mal- 
practice contract is purchased not only for 
loss indemnification for judgments entered 
against the practitioner, but also for the 
defense features of the contract. Since 
claims under the policy may arise long 
after the policy period has expired, there 
may be difficulty in having the insurer pro- 
vide the best possible defense, particularly 
if the company has long since retired from 
the field of coverage.” 


Another criticism from the insured’s point 
of view may be made against the incurred- 
basis contract. A practitioner who has per- 
formed any professional services prior to 
his purchase of the policy is left exposed 
to the liability risk arising from conduct 
prior to the policy inception date. The 
terms of the contract exclude acts com- 
mitted prior to inception, regardless of the 
date of discovery. This glaring weakness 
is illustrated in the case of a physician who 
may have performed professional services 
prior to his first purchase of malpractice 
insurance. He could be sued for claims 
arising out of his prior services and not be 
indemnified or defended by his insurer, 
even though carrying a malpractice policy 
at the time the claim was made.” 





as late as 1952, and since “that time numerous 
rate revisions have occurred. Prior to that time, 
available data indicated wide fluctuations and 
great disparity among companies. See Richard 
M. Heins, An Analysis of the Professional Lia- 
bility Risk and Its Insurance Solution (doc- 
toral dissertation, University of Wisconsin, 
1954). 


15 Cited at footnote 14, at p. 334. 


1% Some professional groups have questioned 
the quality of the defense offered by companies 
currently writing the coverage, and have taken 
steps to co-ordinate the activities of defense at- 
torneys acting in behalf of any member of 
their society. The litigation ordinarily is ex- 
tremely specialized and requires legal counsel 
having a keen knowledge of the law as well 
as the particular professional pursuit involved. 
For example, Dr. Louis D. Regan, author of 
The Doctor, Patient and the Law (C. V. Mosby 
Company, St. Louis, Missouri, 1949), is an 
attorney serving as legal counsel to the Los 
Angeles County Hospital Association and is also 
a medical doctor. 

7 One way of avoiding this pitfall of the 
incurred-basis contract would be for all pro- 
fessionals to purchase malpractice insurance 
before they engage in any professional service. 
This has been done to a large degree in the 
medical profession. However, it is estimated 
that less than 30 per cent of the accountants in 
the country currently carry any malpractice 
insurance whatever. See Richard M. Heins, 
“Professional Liability in Public Accounting,” 
22 California Certified Public Accountant 31 
(1954), footnote 13 therein. 
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Discovered Basis of Insurance 


Because of the inadequacies of the 
incurred-basis contract in its adaptation to 
the professional liability risk, from both the 
insured’s and the insurer’s point of view, an 
interesting innovation has appeared in sev- 
eral specific lines of malpractice coverage. 
A departure has been made from the usual 
and generally accepted application of time- 
dimension limitation in the policy, namely, 
limiting coverage to those events producing 
loss and occurring within the policy period. 
An alternate theory has evolved whereby 
those losses reported or discovered during 
the policy period, regardless of the time of 
loss-causing events, are indemnifiable.* This 
approach to insuring malpractice liability 
has been referred to as the discovered basis 
of insurance. 

It is not difficult to understand the evolu- 
tion of this type of contract when its fea- 
tures are compared with the incurred-basis 
policy. From the insurer’s point of view, 
there is no longer any difficulty with respect 
to long-run versus short-run 
Once the policy period has been terminated, 
the company can determine losses under its 
contracts without having to establish large 
reserves for incurred unreported claims. 
Absolutely no _ liability the company 
exists beyond those claims discovered and 
reported during the policy period. Likewise, 
the company is in the position of being able 
to cancel or to refuse to renew the contract 
at its option when and if claim frequency 
or severity is high, without having to de- 
fend the insured for conduct not discovered, 
but occurring, during the policy period. 
Cancellation of the policy serves as the final 
terminus of coverage for all undiscovered 
claims—for example, those incurred during 
the policy period, before the policy period 
and after the policy period. 


experience. 


for 


From the insured’s point of view, this 
feature of the contract could be disastrous. 
At least under the incurred-basis policy a 
cancellation by the insurer would not relieve 
the company of liability for claims incurred 


1% The insuring agreement in the typical ac- 
countants’ liability policy reads: . , to insure 
the insured against direct pecuniary loss and 
experience arising from any claim made against 
the insured during the policy period or within 
the claim notification period . prior to the 
termination of this policy eS 

The discovered-basis contract 
been adopted for the attorneys’ 
liability insurance by some carriers. 

#” Litigation is pending at the present time 
in a situation where an accountant is suing his 
insurance company for denying liability in a 
malpractice case. 
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during the period and not reported. The 
cancellation of the discovered-basis contract 
leaves the insured completely unprotected. 
This weakness becomes very important when 
one considers the difficulty a canceled in- 
sured would undoubtedly have in getting a 
new carrier to pick up his incurred, but 
undiscovered, claims. Once a cancellation 
of a discovered-basis policy has occurred, 
insurance possibilities on the discovered 
basis seem almost nil. On the other hand, 
an argument to be made in favor of the 
discovered-basis contract from the insured’s 
point of view is that conduct occurring prior 
to policy inception is covered. This be- 
comes very important to the professional 
servant who has engaged in services prior 
to purchasing any form ‘of professional lia- 
bility insurance. A careful examination of 
this feature of the contract, however, indi- 
cates that what may appear to be an advan 
tage may actually be a disadvantage. 


Discovered-basis policies must rely upon 
a definition of what is a claim for malprac 
tice damages by a client. If a client dis- 
charges his accountant from an audit, does 
this imply there is a claim for malpractice 
pending against the accountant?” If an 
attorney is relieved from the client’s serv- 
ices, does this imply a possible claim against 
the attorney for malpractice? This defini- 
tion of a claim becomes important since 
discovered-basis policies must naturally ex- 
clude all existing or discovered claims at 
time of inception of the contract. If this 
were not the case, it would be possible for 
the insured practitioner to purchase insur- 
ance for already existing and discovered 
claims, similar to the situation where a 
person could purchase fire insurance after 
the fire occurred and collect from his policy. 

The method of excluding these so-called 
claims already discovered is found in the 
policy declarations: 

“No claim or claims are at present pending 
against the insured, or any partner, owner, 
or officer individually or otherwise, by rea- 
son of neglect, omission or error in the 


See L. B. Laboratories v. Mitchell, 39 Cal. 


(2d) 56, 244 Pac. (2d) 385 (1952). The plain- 
tiff accountant contends the insurer is liable 


on a claim actually incurred prior to the in- 
ception date of the contract but not actually 
filed against him until after inception. The 
insurer contends that the accountant breached 
the declarations of the policy since he knew 
the possible existence of the pending claim 
and did not reveal it to the company. See 
Walter A. Mitchell v. ‘American Surety Company 
of New York, No. 16848-c, United States District 
Court, Southern District of California (1954). 
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performance of his professional duties as 
accountant, and the insured has no reason to 
anticipate any such claim or claims being 
brought, except as follows ™ ‘CKtahes 
supplied.) 


The breadth and scope of this limitation 
to the company’s liability is readily appar- 
ent. If the insured has any knowledge of 
any pending or contemplated claim against 
him, it is thereby excluded. 

Virtually all professional conduct which 
occurred prior to the policy inception may 
give rise to a malpractice claim. Therefore, 
in order to properly comply with this decla- 
ration, an accountant or attorney would be 
required to give a record of every profes- 
sional act he performed where the least 
suspicion existed as to possible malpractice. 
A company may relieve itself from liability 
under the policy by merely showing that 
the pending claim was actually known by 
the msured at time of policy inception, a 
fact extremely difficult for the insured to 
disprove. The line of demarcation between 
what the insured knew or should have 
known about possible outstanding claims at 
the time he purchased coverage and what 
he did not know is extremely vague. Such 
a basis for’an insurance agreement produces 
chaos in establishing the respective rights 
of the parties and the coverage afforded by 
the contract.” Furthermore, the discovery 
basis of indemnification leaves the practi- 
tioner-insured without when he 
may retire from professional service. Un- 
less he continues the discoverd-basis policy 
after he no longer performs professional 
services, he or his estate™ is left unpro- 
tected against those claims subsequently 
discovered. Theoretically, he would be ob- 
liged to continue his policy forever in order 
to provide complete loss protection. 


coverage 


Summary 


In summary, it appears that the incurred 
theory of loss indemnification possesses cer- 
tain inherent 


weaknesses insofar as its 





application to the malpractice liability risk 
is concerned. The actuarial assumptions 
relating to rate determinations must be 
based upon long-run rather than short-run 
empirical evidence. Long-run assumptions 
are extremely inaccurate when one views 
the changing economic and social environ- 
ment in which the judicial processes measure 
damages incurred. Likewise, the insured 
who has engaged in professional services 
prior to inception of his incurred-basis mal- 
practice policy runs the risk of not covering 
liability arising from these previous acts. 

The discovered-basis policy, on the other 
hand, does not appear to be an improvement 
over the incurred-basis policy and, in fact, 
appears to be in some respects regressive 
in character as far as the insured and his 
interests are concerned. While it may be 
more easily marketable by the insurer, 
several important limitations are apparent. 
First, it leaves the insured without any 
coverage should the policy be canceled or 
not renewed by the insurer. While it is 
contended that the policy covers conduct 
prior to policy inception, it does not appear 
that the insured is in a very strong position 
to bring claims within this provision in 
view of the broad exclusion appearing in 
the declarations. Second, the discovered- 
basis contract fails to adequately provide 
for coverage at the end of professional 
service or retirement from practice. The 
discovery period allowed™ still excludes 
many claims which may arise. In order to 
be properly covered, the practitioner would 
of necessity be required to continue his 
policy at full premium ad infinitum to ade- 
quately protect himself and his estate. 

It is apparent that much is left to be 
desired in the current malpractice contracts 
with respect to the formulation of a work- 
able time theory of indemnity. The peculiar 
nature of the risk and the potential ex- 
posures to liability confronting the profes- 
sional servant render both the incurred and 
discovered theories inadequate. Because of 
these inadequacies, it is not to be concluded, 





*Item 13 of the insured’s declarations, ac- 
countants’ liability insurance policy, Indemnity 
Insurance Company of North America, Phila- 
delphia, Pennsylvania. 

*1 See footnote 19. 

22 Most states have modified the common law 
rule that death of the wrongdoer means death 
of the legal action and, instead, have special 
statutory provisions for survival of the actions 
in the event of the death of the wrongdoer. 
See California Civil Code, Secs. 953-956. 

In the accountants’ liability policy, the 
companies have provided that the claim notifica- 
tion period may be extended beyond the date 
of termination of the contract for a maximum 
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of two years. The insured may elect this option 
by paying 10 per cent of the annual premium 
for a one-year extension, or 15 per cent for a 
two-year extension. In view of the fact that 
many causes of action are not barred within 
the two-year period by the statute of limita- 
tions, this extension of the discovery period is 
of little solace to the retired practitioner. See 
‘“‘When the Statute of Limitations Commences 
to Run in Malpractice Actions,”’ 9 Missouri Law 
Review 102-106. See, also, California Civil Code, 
Sec. 338(4), which provides that the statute 
of limitations begins to run from the date of 
discovery where fraud may be the basis of the 
litigation. 
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however, that a solution to this phase of 
the drafting problem is impossible. While 
it may be impossible to formulate a theory 
which will encompass the whole spectrum 
of liability exposure, considerable improve- 
ments over existing approaches to the prob- 
lem appear possible. 

One alternative would be the develop- 
ment of a dual theory of loss indemnifica- 
tion, combining ingredients of both the 
incurred and discovered theories. For ex- 
ample, the principal contract would be written 
on an incurred basis, covering liability 
arising from those acts performed during 
the policy period. To this could be attached 
a discovered-basis rider, where the insured 
had performed professional services before 
policy inception. This approach would have 
the distinct advantage of covering the in- 
sured for undiscovered claims arising from 
conduct prior to policy inception as well 
as for all discovered or undiscovered claims 
arising from conduct while the policy is in 
force. Cancellation or refusal to renew on 
the part of the insurer would not leave the 
insured with no protection, since claims 
arising from conduct during the policy 
period would be covered, regardless of date 
of discovery. Retirement from professional 
service would be possible without the ne- 


TREATMENT-OF-POLICYHOLDERS tor, 


While a scrutiny by the Insurance De- 
partment of accident and health policy 
provisions, other than the standard pro- 
visions, is an important safeguard, a 
more effective test of the propriety of 
these provisions lies in a review of the 
treatment of policyholders. This was the 
statement made by Sidney Michaelson, 
chief of the Policy Bureau of the New 
York State Insurance Department. 


Mr. Michaelson, addressing the exami- 
ners of the New York Insurance Depart- 
ment, pointed out that the nature and 
frequency of the inquiries and complaints 
made by accident and health policyholders 
to the Insurance Department provide an 
effective means of determining whether 
policy provisions were clearly under- 
stood by the policyholder at the time of 
purchase, and were properly interpreted 
and applied by the company. 

He asserted that “the extent of policy- 
| holder complaints may indicate the need 
for a full field examination of the com- 





pany’s claim adjustment file. If this 


** Most of the professional liability insurance 
policies now have this yearly aggregate limit 
on claims. The usual limit found in other lia- 
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cessity of continuing the discovery-basis con- 
tract, since the.incurred portion would 
extend to those claims incurred during the 
policy period. 

The actuarial and rate-making problems 
are certainly not impossible of solution. In 
similar situations, various techniques have 
been employed in other lines of coverage. 
Cooperative rate-making with the pooling 
of loss experience, reinsurance arrange- 
ments on an excess of loss basis and con- 
servative underwriting may be used with 
varying degrees of success to assist the 
insurer in hedging judgment rates. Solu- 
tions may be worked out by using other 
limitations in the policy, such as maximum- 
aggregate yearly liability limits as well as 
limits for each claim or loss.” 

These suggestions imply a constructive 
willingness on the part of the insurers to 
cooperate with each other and, through 
joint efforts, plan a course of action. The 
insurance institution must continue to dis- 
play the dynamic flexibility that it has had 
in the past to meet the protection needs of 
the public. The insurance of professional 
malpractice liability on a workable time 
theory of indemnification provides an ex- 
cellent test of that dynamic quality. 


[The End] 


examination reveals evidence of undesir- 
able ‘post-claim underwriting’ practices, 
this evidence will be of material assist- 
ance in the development of recommended 
changes in policy wording. In some in- 
stances, the Superintendent may deter- 
mine that the form should be withdrawn 
entirely.” 

Evidence of the improper handling of 
claims may also arise in the course of 
the regular examination of companies, 
resulting in appropriate action by the 
Department. 

The speaker described the methods 
employed by the supervisory authority 
in approving policy forms and traced 
the development of the laws and regula- 
tions related thereto. 

Among the topics he discussed were 
the statutory requirements for filing or 
approval of policy forms, rules for the 
guidance of insurers in filing forms, and 
standard provisions and other specific re- 
quirements for group policies, nongroup 
policies and fraternal benefit societies. 


bility policies for each accident or occurrence 
has been deleted. 
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Injuries of the Head and Brain 


By W. EIDSON 


| This article is reprinted, with permis- 
sion, from the February, 1955 issue of | 
Dr. Smith, | 
of Knoxville, Tennessee, delivered this 
address at the Fifteenth Annual Law 
Institute of the College of Law of the 
University of Tennessee on Medico- 


| 
| | 
| | 
| Legal Aspects of Personal Injury Ac- | 
a 


the Tennessee Law Review. 


tions, held on November 11 and 12, 1954. 


7 HIS PAPER will discuss injuries of 
the head, and more particularly of the 
brain, to give you an idea of precisely what 
is meant by the different categories into 
which we divide these injuries. This is of 
particular importance because quite often 
differences of opinion exist when the in- 
dividuals concerned do not have a common 
idea of what the particular diagnoses in- 
dicate. In considering head injuries, we 
must think of the head itself, or that part 
of it with which we are primarily concerned, 
the cranium, as being a box within which 
there are three substances. The first, most 
important and largest in volume, is the 
brain itself. Next are the two fluids con- 
tained in the intracranial space, the cerebro- 
spinal fluid and the blood. Blood is 
contained in the arteries, capillaries and 
veins which lie on, in and above the brain, 
and the cerebral-spinal fluid is a normally 
water-clear liquid in the brain which most 
believe has its origin in the hollow spaces 
in the brain and flows through these to the 
outside of the brain, where it is absorbed. 
The brain itself is a relatively soft tissue 
which has a consistency somewhat firmer 
than Jell-O and is floating in a pool of 
fluid. I think it can be readily under- 
stood that the only important thing, 
basically, is the brain itself. We are not 
particularly concerned with the box, nor 
are we primarily concerned with the two 
fluids, the blood and spinal fluid, except 
insofar as they affect the brain itself. 
Now, in considering the classification of 
injuries, first we must know that the head 
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may be damaged by sudden acceleration, 
sudden deceleration or a blow to the fixed 
head. In addition to this, the head and the 
brain may be involved in various penetrat- 
ing injuries, such as gunshot wounds, 
stabbing wounds, etc. First, injury will 
be categorized as closed or open, depend- 
ing upon whether the overlying structures, 
the skin and fibrous layers of the scalp, 
are intact or whether they have been torn 
apart. 


Now let’s take up the matter of fractures. 
It seems that this is an area where some 
misconception exists. A fracture implies 
a loss of continuity of the box, and that is 
all. Since the primary function of the box 
is protection of the brain, and since we 
neither walk nor sit on it, we are not particu- 
larly concerned about the box itself. Frac- 
tures may be classified, first, into two 
broad groups: simple and compound. “Sim- 
ple” means that it is a closed injury with 
no break in the overlying structures down 
to the bone, whereas “compound” means 
that the overlying tissues are broken 
through to expose the bone, There is an 
additional complication here that doesn’t 
obtain on fractures of the bones of the 
arms and legs in that a fracture of the 
skull may be compounded internally. By 
that I mean that the spaces from the out- 
side, joining to the nose and ear and into 
the back of the mouth and throat, also 
touch the bone which constitutes the skull, 
and a bone may be broken under these 
spaces, causing what might be termed in- 
ternally compounded fractures. 


In addition to the simple and compound 
fracture, either of these may be linear, by 
which we mean a simple crack; comminuted, 
by which we mean that there are a bunch 
of fragments broken loose; or depressed, 
by which we mean that the fragments of 
bone are pushed out of their normal place 
and are pressing inward on the underlying 
brain. In and of themselves, the only one 
of these fractures which gives us trouble 
in the simple category is the depressed 
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fracture which is pressing on the brain. 
However, the linear fractures or cracks 
may cross blood vessels beneath them and 
tear the blood vessels, subsequently giving 
rise to blood clot; or it may go on to the 
spaces around the brain and the bone, such 
as the sinuses or mastoid cells, and give 
rise to infection. The point I am trying 
to make is that basically the term skull 
fracture is not as important medically as 
lay people sometimes seem to think. What 
is important is what happens to the struc- 
tures inside the skull. In the case of the 
depressed fracture where the depression 
is against an important area of the brain 
and is of sufficient magnitude, the fragments 
must be elevated. But we do this not 
because of the bone, but because of the 
underlying brain; and, as a matter of fact, 
not infrequently completely discard the 
fragments and have no necessity to replace 
them. Primarily, the fracture merely indi- 
cates the violence of the trauma. Death 
may and quite often does accompany in- 
juries to the head in which no.fracture is 
present. 

In talking of fractures we are discussing 
the purely mechanical result with trauma or 
injury. Now let us turn to the actual 
physiological effect of injuries. The effect 
of injury on any organ or structure depends 
on what that organ or structure normally 
does. Let us consider muscle, for example, 
such as the biceps muscle in the arm. Its 
normal function is to flex the elbow; if 
that muscle is struck and severely bruised, 
its activity will be impaired and flexion of 
the elbow will be impaired. If we get a 
gunshot wound through the stomach or 
have a stomach ulcer, the activities of the 
stomach will-be impaired. Similarly, if 
we have an injury to the brain, the func- 
tions which the brain mediates will be im- 
paired. First, and basic of these, perhaps, 
is the state of consciousness. Beyond this 
is the regulation of our emotional state, 
the control of motor power of the body and 
feeling about the body, and the perception 
of impulses from the organs of sense and 
special sense which occasion hearing and 
feeling. There is nothing mysterious about 
it, and the ill effects from injury to the 
brain revolve around only those effects 
which the brain normally carries out. 


The three primary categories into which 
we group the three injuries to the brain 
are concussion, contusion and laceration of 
the brain. I think the way we use these 
must be defined. These are what are 
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termed clinical diagnoses. What actually 
has happened to the brain underneath may 
be entirely different. For example, sup- 
pose a man driving in an automobile sud- 
denly strikes the car in front and his head 
is thrown against the windshield. He is 
rendered unconscious for a period of ten 
minutes and then regains consciousness. 
From a clinical point of view that would 
be termed a concussion of the brain. How- 
ever, let us say that man should be so 
unfortunate as to lose his life at that precise 
time from another cause, such as a heart 
failure, and an autopsy were performed. 
It might be found in the autopsy that he 
had actual bruising of the brain or he might 
even have cuts in the brain. The presence 
of these would make it, from a pathologic 
view, either contusion or laceration of the 
brain, as the case may be, despite the fact 
that the clinical situation was clearly one 
of concussion only. Concussion means a 
shaking up, and in the way I use it, it im- 
plies a short, transient loss of consciousness 
following injury to the head with subse- 
quent regaining of consciousness and no 
permanent neurologic changes subsequently 
which can be visualized, that is, no objective 
changes. The next and further state would 
be contusion, or bruising of the brain. Here 
there is actually visible change in the brain 
substance when it is seen. This is similar 
to a bruise which can be seen on one’s arm 
after a heavy blow; and because of the 
sensitivity of the nerve cells and their 
functions there may be a longer period of 
unconsciousness which may run for a period 
of days or even weeks and may be followed 
by permanent or impaired function, or the 
situation may even end in death. Lacera- 
tion of the brain is simply a further stage 
of the same process in which there is 
actually tearing of the brain substance. I 
think it will be clear to you that there may 
be coexistence of any of the types of skull 
fracture with any of the degrees of physi- 
ologic and anatomic damage to the brain 
which we have mentioned. For example, < 
person may receive an injury to the head 
and sustain a fracture to the skull without 
any loss of consciousness or any impair- 
ment of cerebral functions sufficient to 
warrant the term concussion. On the other 
hand, an individual may sustain a laceration 
of the brain from a blow which did not 
even cause a skull fracture. 


Now let us consider the situation which 
is covered by the broad term “blood clot.” 
Immediately inside the bone surrounding 
the brain there is a thick fibrous membrane 
called the dura. This is a very important 
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* 
We cannot rebuild portions of the 
brain which are destroyed. All we 
can do, basically, is remove parts 


which shouldn’t be there. 


structure neurosurgically. In and on the dura 
run arteries which supply it and the bone, 
and they lie immediately between the 
dura and the bone in close proximity to 
both. The major one is the middle cerebral 
artery which begins just in front of the 
ear and ascends and branches out as it goes 
upward. An injury to the head may cause 
damage to these blood vessels either by 
breaking the bone over them and shearing 
them apart or by tearing the dura itself 
and pulling the vessel apart. These vessels 
carry blood at the level of blood pressure 
in the body. This is considerably higher 
than the normal pressure inside the head. 
We measure the pressure inside the head 
most commonly by doing a spinal tap or 
a spinal puncture. In this, the needle is 
inserted into the spine, going into the dural 
sac, which is a continuation of the sac 
around the brain; the needle is inserted 
below the termination of the spinal cord. 
Since the pressure will be equal in all parts 
of the fluid system closed, we can measure 
the pressure there and it will give us an 
accurate indication of the pressure inside 
the head itself. We usually consider in an 
individual who is lying down that anything 
below 200 millimeters of water is a normal 
pressure. Now remember that this is speak- 
ing of millimeters of water, whereas we 
measure blood pressure in terms of milli- 
meters of mercury. The normal blood 
pressure would be around 130 millimeters of 
mercury systolic. If I remember correctly, 
mercury is about 13 times heavier than 
water, so that blood pressure in normal 
figures would have to be multiplied by 13 
to get comparable value for that inside 
the head, and that is considerably higher. 
Thus, when one of these vessels is broken, 
blood will escape and compress the sur- 
rounding structures, including the brain, 
until the two are equalized. If this reaches 
its logical extreme, the pressure is too 
great for the brain to stand, and death will 
ensue. This clot will be between the dura 
and the bone, not beneath the dura nor the 
bone itself, and it is what we call an 
epidural hematoma. I think that a lawyer 
will not have a great many clients who 
suffer from epidural hematoma, because the 
incidence is not too high and it carries a 
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mortality rate as high as 50 per cent. It 
demands immediate operative intervention 
as soon as the situation is diagnosed. 


Now in contrast to this is the blood clot, 
which we term the subdural hematoma. 
The heavy membrane about which we have 
just spoken encloses two much less sub- 
stantial membranes, and between the dura 
and the brain, and around and in these 
membranes are enclosed a great number 
of blood vessels and, particularly, large 
veins. These are easily torn when the 
brain is severely shaken, and will pour 
forth blood. Here the important difference 
is that the blood vessel is a vein and the 
pressure of the blood that is in it will 
be at venous pressure, which is considerably 
lower than arterial pressure. The out- 
pouring of blood will be slower and it will 
take a longer time to build up a clot. How- 
ever, it can and may reach a degree of size 
and pressure that will be fatal. However, a 
subdural hematoma ordinarily does not de- 
velop to considerable size in less than 24 
hours, whereas epidural hematoma may 
develop to the point of fatality in a matter 
of an hour or less. Treatment is the same; 
that is, localization and removal. 


In addition to these clots, the brain itself 
is extremely vascular and the blood vessels 
within the brain may be torn, as the brain 
substance is, and give rise to blood clots 
within the brain. These are termed intra- 
cerebral hematomas. This is the same 
situation which is seen under circumstances 
other than injury, as a stroke, or, at least, 
as one form of stroke. In addition to these 
focal collections of blood, you will recall, 
the brain is floating in a fluid bath and the 
vessels of this area may be torn and the 
blood simply escape into the cerebral spinal 
fluid, giving a diffuse bleeding which we 
term subarachnoid hemorrhage. 


By having, I hope, obtained some com- 
mon understanding of the types of injury, 
let’s briefly consider what is done for 
them. I think we can agree that there is 
no specific treatment for the simple frac- 
ture. For the compound fractures that are 
open to the outside, the area must be 
thoroughly cleaned and the continuity re- 
established by closing them by sutures. If 
the fragments are depressed to any ap- 
preciable degree, they will have to be 
elevated back to their normal situation. You 
have to remember that brain cells do not 
regenerate. By that I mean that if a brain 
cell is killed, it is killed permanently and 
no cell will grow to take its place. It is 


407 



































































not within our power to replace lost ma- 
terials and, therefore, we can’t rebuild por- 
tions of the brain which are destroyed. 
Basically all we can do is remove parts 
which shouldn’t be there. Primarily from 
a surgical point of view our efforts are 
pointed at one thing, and that is the re- 
moval of increased pressure and the mainte- 
nance of normal pressure. To this, of 
course, we have to add the preservation of 
continuity and the procedures to avoid in- 
fection, etc. But basically, from the life- 
saving point of view, the problem is one of 
pressure. This means that we have no 
surgical procedure which is of any value 
for compression of the brain or for con- 
tusion or laceration of the brain itself unless 
there are focal collections of blood which 
have to be evacuated or depressed frag- 
ments. I should add that we have a 
troublesome situation known as edema of 
the brain or swelling of the brain. You 
know that when you receive a blow of suf- 
ficient severity about the body, there will 
be a swelling. The brain itself is quite 
sensitive to this type of thing and has 
very little room in which to swell, and when 
it does so, it increases the pressure. It can 
reach severe pressure changes simply from 
swelling itself, and this as a matter of fact 
can be to such an extreme that death can 
ensue. The processes of removing the fluid 
in and around the brain through either the 
spinal puncture or ventricular tap, and at 
times even removing part of the bony cover- 
ing of the brain, have been and are at times 
utilized in an attempt to give the brain the 
additional amount of room it needs. These 
decompression procedures are not nearly so 
popular as they once were, but that’s a 
rather lengthy discussion into which we 
have no need to enter here. Primarily, the 
care of a patient with a severe head injury 
is one of preserving the function of vital 
processes (such as breathing by maintenance 
of an opened airway and nutrition by sup- 
plying fluid by nutrient materials) and 
closely and carefully observing the person’s 
general condition and his responses to de- 
tect at the earliest moment any evidence of 
developing increased pressure, with particu- 
lar reference to focal pressure. 


We have been discussing the acute phase 
—the immediate time of peril for life im- 
mediately following an injury. This is a 
time that is of most vital concern to the 
doctor, whereas in actuality to lawyers, the 
period of most concern is that which fol- 
lows this immediate phase. Individuals 
may remain in a state of unconsciousness 
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for a period of a few seconds or a matter 
of weeks. 


However, assuming that recovery is go- 
ing to take place, we will pass through 
several stages. As a person begins recov- 
ery he goes through a period of confusion 
and restlessness, and this may range from 
a matter of a day or so to weeks. There 
also may or may not be evidences of im- 
paired functions, such as visual impairment, 
paralysis of the nerves going to the eyes 
causing ocular imbalance, hearing difficul- 
ties, extremity paralysis, etc. These things, 
however, ordinarily are no problem in a 
legal sense either to the doctor or to the 
lawyer, since they are objective and clearly 
defined. 


Subjective complaints, variously found— 
postconcussion, syndrome, posttraumatic 
syndrome, etc.—are a horse of a different 
color. At the outset let me say that there 
are two subjective syndromes which follow 
injury to the head-—namely, postconcussion 
syndrome and posttraumatic neurosis. And, 
to complicate the matter further, there may 
be, and almost always is, intermingling of 
the two. First, let us consider the post- 
concussion syndrome. This has been known 
since the earliest days of recorded medi- 
cine, so it isn’t something that has become 
known only since compensation medicine 
arose. About 60 years ago, from a bizarre 
group of symptoms which follow head in- 
juries, a group characterized by similar 
patterns of headache, dizziness, nervous 
phenomena and intolerance to alcohol was 
separated by investigators. The patients of 
this group were differentiated from the 
others, who had posttraumatic neuroses. 
Since that time two schools of thought have 
come into being concerning the postcon- 
cussion syndrome, one concluding that all 
posttraumatic syndromes were to be ex- 
plained on an organic basis, and the other 
going to the opposite extreme and assuming 
that all posttraumatic symptoms are purely 
functional and should be ignored. The 
truth undoubtedly lies between these two 
extreme positions. The primary character- 
istic symptoms of a postconcussion state, 
together with the percentage of them found 
in a group of 74 cases of pure postconcus- 
sion phenomena which were rather closely 
evaluated by Courville in California, were 
as follows: headache occurred in 94.4 per 
cent; psychic symptoms in 79.7 per cent; 
dizziness in 71.6 per cent; visual difficulties, 
52.7 per cent; unusual degree of fatigue, 
27 per cent; and tinnitus, or noise in the 
ear, 24.2 per cent. The headache character- 
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istic of this group is one which is precipi- 
tated by physical effort, relieved by complete 
physical rest, and tending to become aggra- 
vated or precipitated by changes in posture, 
fatigue, emotional upset and exposure to 
either alcohol or the sun. They tend to be- 
come less with the passage of time. The 
nervous complaints include anxiety, fear, 
restlessness, irritability, sleeplessness, for- 
getfulness, mental confusion, inability to 
concentrate, emotional instability, sensi- 
tivity to noise, excitability, etc. The dizziness 
is usually described as a sensation of light- 
headedness, and usually is brought on by 
changes in position. The visual disturbances 
range from constant to intermittent blurred 
vision. The fatigability itself is self- 
explanatory. The auditory symptoms are 
one of tinnitus or noise in the ear, but not 
usually one of impaired hearing. The dura- 
tion of the group of complaints varies from 
days to weeks to several years. It seems 
that most of those following a severe injury 
persist for a year or in that neighborhood. 
And, incidentally, some idea of the expected 
duration can be gained from the duration 
of the initial period of unconsciousness. The 
posttraumatic neuroses have no specific pat- 
tern. It is generally felt that the patient 
who develops neurosis after injury to the 
head is one who already had a basic pre- 
requisite for neurosis. I do not mean by 
posttraumatic neurosis the same thing as 
compensation neurosis, since posttraumatic 
neurosis may be found after noncompensa- 
ble injuries. Nor should it be confused with 
malingering. 


The problem of epilepsy is one which is 
quite important from a medical-legal as- 
pect, and in general we must say that the 
incidence of posttraumatic epilepsy will 
range from 20 to 50 per cent or higher if 
the injury has caused penetration of the 
dura. When speaking of severe head in- 
juries without such penetration, it may go 
up to 25 per cent. The chances of epilepsy 
are fairly remote if no convulsion has ap- 
peared in a period of one year from the 
injury, since most occur in the first year. 


If this period is passed, the maximum 
per cent expectation from severe injury 
would be 5 per cent or less. If two years 
have passed, there is an extremely small 
likelihood of epilepsy. It is of interest that 
in the Cushing Hospital series which Dr. 
Earl Walker evaluated in World War II, 
approximately 20 to 40 per cent of his 
posttraumatic epileptics could be maintained 
seizure-free on medical care. 


Since these posttraumatic syndromes we 
have been discussing have been character- 
ized by the lack of objective signs, doctors 
and others have long sought some objective 
evidence of these disfunctions. It is here 
that the electro-encephalogram has use. I 
had the privilege last week of hearing Dr. 
Caveness speak on this very situation in the 
same relation, and he brought out some 
points which were of interest tome. It was 
his feeling that a single simple tracing in 
the chronic state was not very valuable, 
but the serial tracings coupled with the 
clinical evaluation of the patient were ex- 
tremely helpful. In other words, the im- 
portant thing is not the machine itself, but 
the interpretation and the correlation with 
the other clinical data. For example, the 
per cent of abnormal encephalograms in a 
series of normal patients was about 15 per 
cent; in a series of psychoneurotic patients, 
35 per cent; in patients with posttraumatic 
syndromes, approximately 55 per cent; and 
in known psychopathic individuals, 75 per 
cent. Dr. Caveness had recently queried a 
group of electro-encephalogicals over the 
country pertaining to their personal experi- 
ence with it from a medical-legal aspect. I 
believe he questioned 190, and found that 
over 50 per cent of them had testified on the 
basis of the E. E. G. and that 9 per cent 
of them had been thrown out of court. 
However, over 50 per cent of the electro- 
encephalogicals queried were dissatisfied 
with the usage made of the electro-enceph- 
alograph in medical-legal aspects, and ap- 
parently their source of great dissatisfaction 
was in the use of a single E. E. G. tracing. 


[The End] 


Nearly 40 per cent of outstanding consumer credit in the 
United States is now covered by life insurance written 


specifically to protect the loan in the event of death, 


according to a recent report of the Institute of Life 


Insurance. 


At the start of this year the life companies 


had $10,241 million of credit life insurance in force. 
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Reprinted, with permission, 


from the Autumn, 1954 Ohio State Law Journal 


The Medicolegal Aspect of Low Bacialt 


Dr. Wiltberger is clinical assistant pro- 
fessor in orthopedics, College of Medi- 
cine, The Ohio State University. The 
author realizes in writing this paper that 
there is a great variance of opinion as 
to the role of both the degenerated and 
the ruptured disc in the cause of low 
back pain. The opinions expressed in 
this paper are those of the author as 
well as those of the men who have 
written the articles listed in the bibliog- 
raphy. The trend of orthopedic litera- 
ture during the past ten years has been 
along the thoughts of these internation- 
ally famous authors and if the reader 
doubts the validity of the statement that 
such a high percentage of back pain is 
caused by disc pathology, it is suggested 


that he read these articles. 


ECAUSE low back pain is one of the most 

common afflictions of mankind, it neces- 
Sitates frequent appearances of the ortho- 
pedic surgeon in court as an expert witness. 
For this reason, this discussion will be 
limited to pain of the low back region. 


As a result of modern conveniences identi- 
fied with the American way of life, exten- 
Sive industrialization and an increase in all 
means of transportation, the incidence of 
back complaints and injuries has increased 
considerably during the past two decades. 


During the past ten years the majority of 
authorities have changed their concept of 
low back pain and its causes, and have 
completely eliminated such diagnoses as 
lumbago, sacroiliac and lumbosacral strain. 
It is now the consensus of opinion among 
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such well-known authorities as Drs. Mac- 
Nab, Harris, Key, Kimberley, Caldwell and 
Shutkin, as well as many others, that, per- 
centagewise, the intervertebral disc is in- 
volved in the large majority of cases of 
idiopathic low back pain. These men feel 
that the intervertebral disc is involved in 
approximately 75 per cent of the cases of 
all low back pain, and they divide the 
pathology into degenerated lumbar discs 
and ruptured intervertebral discs. 


To understand the etiology and pathology 
of low back pain, one must review briefly 
the anatomy of the low back region. The 
vertebral column in the low back region is 
made-up normally of five lumbar vertebrae 
connected through the lumbosacral joint 
with the sacrum. The vertebral bodies of 
the lumbar vertebrae are separated by 
cartilaginous cushions which have a rubber- 
like consistency. Attached posteriorly to 
each vertebral body is a signet-like ring of 
bone comprising the laminae, the transverse 
processes and the spinous processes as well 
as the very important posterior articulations 
called facets. Through the series of these 
rings, the termination of the spinal cord, 
which is called the cauda equina, runs dis- 
tally from the level of the second lumbar 
vertebra down into the sacrum; opposite 
each intervertebral disc, a nerve root bi- 
laterally is given off into a foramen or 
opening into the musculature at the side 
of the spine. These nerve roots then collect 
over the anterior aspect of the sacrum 
and comprise the sciatic nerves bilaterally. 
These sciatic nerves then run down the 
legs to supply the muscles of both lower 
extremities as well as the sensation nerves 
of both lower extremities. Doctor Roger 
Anderson has written that the main dif- 
ference between the joints of the spine and 
other joints of the body is their 
proximity to these nerve roots so that any 
injury to the bones or joints, or any disease 
of these bones or joints, causes symptoms 
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By BEN R. WILTBERGER, M. D. 


of a neurological nature. Also, in consider- 
ing the anatomy of the back, one must keep 
in mind that the vertebral bodies and joints 
are supported by a mass of muscles and 
ligaments, and that any weakening or 
atrophy of these muscles or ligaments has 
a secondary effect on the vertebral body, 
the intervertebral disc and the 
articulations called facets. 


posterior 


Since most cases of low back pain are 
from either a ruptured intervertebral disc 
or a degenerated intervertebral disc, let 
us consider the predisposing causes of 
these two conditions. It is a well-known 
fact that certain families have weak inter- 
veitebral discs and the members of these 
families tend to injure their backs easily 
and also tend to have a more rapid rate of 
degeneration of their intervertebral discs. 
The incidence of disc pathology is also 
greater among people from 20 to 50 years 
of age, and is more common in the male 
than in the female because the male is more 
subject to trauma. 

Although both the ruptured intervertebral 
disc and the degenerated intervertebral disc 
are, in reality, tissue pathology of the same 
structure, they will be discussed separately 
because they manifest themselves by dif- 
ferent symptoms and are treated in a dif- 
ferent manner. Most disc pathology occurs 
in the last two joints of the spine, between 
the fourth and fifth lumbar vertebrae and 
between the fifth lumbar vertebra and the 
sacrum. These two joints constitute 96 per 
cent of the pathology in intervertebral disc 
disease or injury. About 2 per cent is found 
between the third and fourth lumbar verte- 
brae and only 2 per cent in the remaining 
portion of the dorsal and lumbar spine. 
Dr. J. R. Armstrong in London, England, 
Drs. Harris and MacNab in _ Toronto, 
Canada, and Dr. Shutkin in the United 
States, along with many others, feel that 
several factors work together to cause the 
degeneration of a lumbar disc. These factors 
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are the familial incidence, as mentioned be- 
fore, repeated minor trauma to the spine 
or any one severe trauma to the low back 
region. Thus, trauma can either precipitate 
a degeneration of a lower lumbar dise or be 
an aggravating factor in a pre-existing de- 
generated lumber disc in the low back 
region. As this disc degenerates, the vertebral 
bodies settle so that they move closer to- 
gether and, frequently, because of the in- 
clined plane of the posterior articulation, 
the uppermost vertebral body will move 
posteriorly on the lower vertebral body or 
sacrum, thus causing an incongruity or tele- 
scoping of those posterior articulations, 
referred to as facets. Along with this tele- 
scoping or incongruity of the facets, the 
lowermost facet then moves up into an 
abnormal position protruding into the for- 
amen or opening between the vertebral 
bodies where the nerve root emerges, and 
because of this, there may be nerve root 
compression. Accompanying the incongruity 
and telescoping of the facets, there is 
abnormal wearing of the articulations of the 
facets which leads to traumatic arthritis of 
these joints which, in turn, causes edema 
or swelling about these joints, resulting 
in additional nerve compression due to the 
close proximity of the joints to the nerve 


roots. 


The following is a typical history, physical 
examination and X-ray examination of a 
patient with a degenerated lower lumbar 
disc. A person, usually between the ages of 
20 and 50, and more likely to be a male than 
a female, presents himself to the physician 
and gives a history of having an insidious 
onset of low back pain after minimal re- 
peated trauma, or an acute onset after a 
more severe type of trauma. Following this 
pain, he has found that any 
increased activity increases the low back 
pain. Frequently the patient will have a 
radiation of pain down the posterior aspect 


onset of 


of both thighs, usually as far as the knees, 
and this pain is relieved by heat and rest, 
and aggravated by activity. Examination of 
such a person reveals a flattening out of 
the normal curve of the lower lumbar 
region, limitation of motion of the lumbar 
spine in all directions, tenderness over the 
lower lumber region as well as tenderness 
in the region of the buttocks, which may be 
bilateral, and 
terior thigh tenderness. Forced flexion of 
either hip so that the thigh is flexed on 
the abdomen moves the lumbosacral articu- 
lation and the lower lumbar articulations 
and causes pain in this region. Also, flexion, 
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there may be bilateral pos- 


| 







abduction and external rotation of the hip 
joints causes a positive sign of pain in the 
lower spine region similar to the above- 
described test of flexion of the thigh on 
the abdomen. Both legs are found to be 
neurologically negative in contrast to what 
is found in regard to neurological changes 
in the legs when a patient has a ruptured 
disc. The term “neurologically negative” 
means that the reflexes are normal, and 
there is normal sensation of both lower 
extremities. The X rays of a degenerated 
disc with back pain would probably reveal 
a narrowing of either the next to the last 
or the last intervertebral disc space, a dis- 
placement posteriorly of the upper vertebra 
posteriorly on the lower vertebra or, in the 
case of the last, posteriorly on the sacrum. 
Oblique views would show a telescoping 
or subluxation of the facets of the level of 
the disease as well as sclerosis of these 
facets. 


The treatment of this condition in ‘its 
acute phase consists of complete bed rest 
with the spine in a flexed position and 
traction of approximately five pounds on 
both lower extremities, as well as sedation 
for pain. After the acute phase has sub- 
sided, the patient is allowed to be ambula- 
tory and some form of external support 
such as a chair back brace or a lumbosacral 
belt with rigid steel stays is prescribed. 
After all symptoms of pain have subsided, 
the patient is placed on a gradually in- 
creasing regime of muscle building exer- 
cises, such as the Williams exercises, or a 
gradual increase in normal exercises, such 
as swimming, in an effort to build up the 
recti muscles of the abdomen, the gluteal 
muscles of the buttocks, the hamstring 
muscles of the thighs and the erector spinae 
group of muscles of the low back region. 
In some severe or persistent cases of pain 
in the low back region due to a degenerated 
lower lumbar disc, a distraction type spinal 
fusion will sometimes be necessary. This 
is a bone grafting operation of fixing one 
vertebra to the other while held distracted, 
thus opening the foramen or opening for the 
nerve root. 


A true ruptured lower lumbar interverte- 
bral disc is usually a bulging or herniation 
of the posterior lateral aspect of the inter- 
vertebral disc so that it protrudes and 
presses on one or more nerve roots. Thus, 
the nerve root pressure is a primary com- 
pression of the diseased tissue itself, rather 
than a secondary compression as found in 
a degenerated disc when the vertebral 
bodies move together causing a telescoping 
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of the facets and a closing down of the 
foramen on the nerve root. This primary 
compression, or ruptured disc, might be 
compared to a blowout of an automobile 
tire in that when it is observed surgically, 
there is found to be bulging out posteriorly, 
or posteriorly laterally, of the actual disc 
tissue. Many times the nerve root involved 
is found to be inflamed and stretched tightly 
over the bulging protruded disc. It is the 
opinion of Dr. J. Albert Key, the Campbell 
Clinic, and other authorities, too, that minor 
ruptures of intervertebral discs are probably 
the most common cause of low back pain 
without leg radiation, for disc tissue itself 
has a nerve supply, and when the disc is 
torn and stretched only a slight degree, it 
registers pain only in the back. Then, as 
the protrusion increases and there is pres- 
sure on a nerve root, the pain begins to 
radiate down the leg. 


The following is the typical history, physical 
examination and X-ray examination which 
might be expected of a patient with a 
ruptured intervertebral disc. This patient is 
more likely to be a male, usually between 
the ages of 20 and 50. He gives a history 
of having experienced several subacute at- 
tacks of low back pain brought on by 
trauma; each attack becomes more severe 
than the last. Usually, as the attacks 
progress there will be more radiation of 
pain to the leg. However, a patient might 
give a history of severe trauma causing an 
acute onset of excruciating low back pain 
accompanied by pain radiating down one 
or both legs extending sometimes as far 
as the toes. This pain is of a burning, 
electrical-like nature, and is often described 
by the patient as being similar to the sensa- 
tion experienced when a dentist injects a 
nerve to deaden a tooth. The pain from 
an acute ruptured intervertebral disc is 
usually so severe and incapacitating that it 
is necessary for the patient to be completely 
immobile for a period of days or weeks. 
It is typical for this type of disc pain to 
be periodic, and the patient may become 
symptom-free for days or weeks at a time, 
only to have a recurrence of the pain at a 
later date. For this reason the same indi- 
vidual may be examined by two competent 
orthopedic surgeons on different dates with 
varying physical findings, a fact which is 
difficult for attorneys and jurists to understand. 


A patient with a typical ruptured inter- 
vertebral disc also gives a history of a 
listing of the spine in the lumbar region 
to one side or the other. This list may 
be to either side. However, it is more 
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likely to be to the opposite side from which 
the pain radiates into the leg. The patient 
also usually notices that coughing, sneezing 
and straining at stool causes a severe radia- 
tion of pain down the leg, and he will 
notice areas of numbness over typical neuro- 
logical anatomical patterns down the leg. 
Also, he may notice a weakness or giving- 
out sensation of the leg, particularly when 
he is fatigued. Lifting, bending, stooping, 
standing, and riding in an automobile, as 
well as any other excessive activity, seems 
to cause an exacerbation of the symptoms 
of an acute ruptured intervertebral disc. 
Examination usually reveals a patient in a 
marked degree of distress, holding his back 
still and walking with a limp. A loss of 
the normal lumbar lordosis will usually be 
found, so that the lower lumbar spine 
region is completely flattened out, and when 


Low Back Pain 


requested to bend forward, he leans like a 
straight stick. Many times the list of the 
spine will be quite noticeable so that the 
patient leans forward and to one side as 
he walks. In fact, there is a common say- 
ing among orthopedists that if a patient has 
a list, he has a disc. 


Further examination of the spine reveals 
marked muscle spasm, and marked limita- 
tion of motion of the spine, usually in all 
directions, but particularly toward the side 
of the leg pain. Frequently, quite severe 
lumbosacral tenderness, or tenderness over 
the involved disc, is found. There is ten- 
derness in the buttocks region on the side 
involved and tenderness over the posterior 
aspect of the thigh and calf on the side 
involved. When the patient’s outstretched 
leg on the bad side is raised by the physi- 
cian, it will cause a severe radiation of 
pain down over the nerve root involved, 
often as far as the heel or foot. The ankle 
reflex on the side involved is commonly 
found to be reduced, particularly if the 
interspace involved is between the last 
lumbar vertebra and the sacrum. Some- 
times it is found that the knee reflex is 
reduced, particularly if the interspace in- 
volved is between the third and fourth 
lumbar vertebrae or between the fourth and 
fifth lumbar vertebrae. 


Commonly, the physician is able to map 
out a typical nerve root pattern, the most 
common being the first sacral nerve root 
which supplies the sensation to the outer 
aspect of the lower calf and the outer aspect 
of the foot, usually involving the last two 
or three toes. Frequently, the fifth nerve 
root is involved, and this nerve root sup- 
plies the anterior aspect of the lower leg 
and the dorsal aspect of the foot into the 
large toe of the foot. Since between 5 
and 15 per cent of ruptured discs may be 
multiple, or involve two discs, both of these 
nerve root patterns are, at times, found to 
be deficient. X rays usually reveal a list 
of the lumbar spine and a loss of the normal 
curve of the lumbar spine on the lateral 
view, and, if the ruptured disc is of long 
standing, some narrowing of the interspace 
involved is noted. However, if it is a newly 
ruptured intervertebral disc, there will 
likely be no narrowing of the interspace, 
and many times such X rays are read as 
negative. These films could be reported nega- 
tive in spite of the fact that the patient has 
a true ruptured intervertebral disc clinically. 


About 80 per cent of the cases of ruptured 
intervertebral discs can be demonstrated by 
the special technique of a myelogram, which 
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is an injection of pantopaque, an iodized oil, 
into the spinal canal through a lumbar 
puncture needle, following which the pa- 
tient is studied by fluoroscopy; repeated 
X-ray films are made on an X-ray table 
which is tilted back and forth. The iodized 
oil runs like quicksilver up and down the 
spinal canal and when it comes to an area 
of a ruptured intervertebral disc, it is unable 
to pass by and it detours, thus causing a 
filling defect. This makes it possible to 
determine that some object is present at 
that level which obstructs the normal flow 
of the pantopaque. It must be kept in mind, 
however, that about 20 per cent of all 
myelograms are negative in spite of the fact 
that there is a definite ruptured interver- 
tebral disc, and that a negative myelogram 
does not mean that the patient does not 
have a ruptured disc nor, if he is sick 
enough, that he should not be subjected to 
an operation. 


Most orthopedic surgeons have found that 
attorneys, juries, insurance companies and 
the state industrial commissions rely too 
heavily on myelograms for diagnosis of a 
ruptured intervertebral disc, and not suffi- 
ciently on the clinical findings and histories 
of such a condition. Many times a very 
sick person, because of a negative myelo- 
gram, may receive neither proper medical 
attention nor a fair verdict by a jury. 

Eighty to 90 per cent of the cases of 
ruptured intervertebral discs can be treated 
conservatively, that is, without any form 
of surgery. This conservative therapy con- 
sists of complete bed rest for several weeks, 
infrared bakes and massage to the low back 
region three times a day, muscle relaxing 
drugs such as Tolserol curare, and 
traction to the legs in an effort to distract 
or pull apart the vertebral bodies so that 
the protruding intervertebral disc will flat- 
ten out and- cause less nerve compression. 
After several weeks of conservative therapy, 
the patient should gradually be made 
ambulatory in a well-fitting external sup- 
port such as a chair back brace or a lum- 
bosacral belt with rigid steel stays. If the 
patient becomes symptom-free after wearing 
a brace or corset for several months, he will, 
as in the case of the degenerated disc, be 
placed on a regime of Williams exercises 
or a gradual increase in normal exercise, 
such as swimming, in an effort to build up 
his musculature. Following this, the exter- 
nal support should be removed if possible. 


and 


It should be remembered that a person 
with a true history of a ruptured interver- 
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Most orthopedic surgeons have found 
that attorneys, juries, insurance 
companies and the state industrial 
commissions tely too heavily on my- 
elograms for diagnosis of a ruptured 
intervertebral disc, and not suffi- 
ciently on the clinical findings and 
histories of such a condition. 


tebral disc has a permanent disability in 
spite of the fact that he may become symp- 
tom-free because, even if. the disc heals with 
scarring, it is potentially weak and is very 
likely to be reinjured. 

If conservative therapy fails after several 
weeks, or if the patient has repeated acute 
episodes of very incapacitating attacks from 
his ruptured intervertebral disc, or if, as is 
found in 2 per cent of the cases, he begins 
to have paralysis of one or both legs, he 
must then submit to a laminectomy. A 
laminectomy is the surgical removal of the 
protruding ruptured intervertebral disc. It 
must be kept in mind, however, that this 
operation is far from 100 per cent success- 
ful in regard to curing all patients. It is 
an established fact that such surgery cures 
only about 55 or 60 per cent of the cases. 
However, it will improve about 92 per cent 
of the cases. Several factors determine 
whether a patient should have just a lam- 
inectomy or a spinal fusion along with a 
laminectomy. If the patient has no evidence 
of a telescoping of the articulations, as 
mentioned in the degenerated disc, no trau- 
matic arthritis of the articulations and no 
narrowing of the disc space, and he does 
not have to perform heavy labor, it would 
probably be wise to do only a laminectomy. 
If the patient has any one of the aforemen- 
tioned pathological conditions or does heavy 
labor, or if, at the time of surgery, it is 
found that his spine is very unstable, then 
a spinal fusion of the distraction type is 
indicated in an effort to prevent a tele- 
scoping and incongruity of the posterior 
articulations and secondary nerve compres- 
sion in the nerve root opening or foramen 
due to these degenerative changes of the 
posterior articulations. Even after a rather 
successful laminectomy, or laminectomy and 
spinal fusion, it is frequently necessary for 
the patient to change his occupation if he 
heavy work, for it is the author’s 
opinion that in spite of successful surgery, 
there is usually some residual disability 


IL J— June, 1955 


does 








und 
ince 
trial 

my- 
ured 


if fi- 


and 


ty in 
ymp- 
with 
very 


veral 
acute 
from 
as is 
egins 
s, he 
7: 
f the 
It 
this 
cess- 
It is 
‘ures 
ases. 
cent 
mine 
lam- 
th a 
ence 
koe CS 
trau- 
d no 
does 
ould 
ymy. 
nen- 
eavy 
it is 
then 
ye iS 
tele- 
2rior 
»res- 
men 
the 
ther 
and 
for 
f he 
1or’s 
rery, 
ility 


1955 








after a disc operation. This permanent 
disability can be lessened as the years pass 
by a regime of graduated muscle-building 
exercises to strengthen the abdominal mus- 
cles, back muscles, buttocks muscles and leg 
muscles. Because of this fact, many patients 
will benefit from the rehabilitation program 
which is being conducted by the Ohio State 
Industrial Commission at the Rehabilitation 
Center at The Ohio State University, 
Columbus, Ohio. 


Although degenerated discs and ruptured 
discs constitute a large majority of the 
cause of low back pain, there are other 
causes of low back pain which will be dis- 
cussed very briefly, as it is not within the 
realm of this paper to delve too deeply into 
the many causes of back symptoms. Of the 
remaining causes, the most common is 
hypertrophic arthritis. This is most fre- 
quently found in patients after the age of 50 
who do laboring work. It manifests itself 
by stiffness of the low back region, pain in 
the low back region and, often, pain around 
onto the abdomen and down into the thighs. 
These symptoms are aggravated by activity 
and are more acute in damp, cold weather. 
X rays of a patient with this condition 
reveal multiple spurs of bone lipping over 
the edge of the bones, much as tallow on 
a candle. The treatment of this condition 
consists of heat, rest, salicylate medication 
and a chair back brace or a lumbosacral 
belt with rigid steel stays. 


The least common type or rheumatoid 
arthritis of the spine goes under the name 
of Marie Strumpel arthritis. This disease 
is a constitutional disease as are other forms 
of rheumatoid arthritis, and it is usually 
found in the younger age group. These 
patients have the typical poker-back spine 
and a limitation of expansion of the chest, 
which is one of the first objective findings 
in this condition, and on X ray are found 
to have, first, a sclerosis of the sacroiliac 
joints, and later, a sclerosis of the facets 
starting at the bottom and climbing up the 
spine. Complete bridging together of the 
vertebral bodies is the end result of this 
condition. Treatment of this condition is 
primarily a medical problem, as the consti- 
tutional symptoms of rheumatoid arthritis 
are treated with cortisone, salicylate medi- 
cation, gold therapy and blood transfusions. 
The local treatment consists of X-ray 
therapy along with a Taylor back brace. 
The Taylor back brace prevents curving for- 
ward of the spine into a humpback position. 


Another condition which causes definite 
low back pain is spondylolisthesis, although 


Low Back Pain 


this condition is not too common. At 
present, this is thought to be a birth injury 
resulting in a fibrous union, instead of the 
normal bony union, in the posterior ele- 
ments of the lower lumbar spine at the 
level involved. In this condition there is 
a slipping forward of the upper vertebra on 
the lower one since they are not held to- 
gether by the bony structures of the pos- 
terior elements present in a normal spine. 
The symptoms of this condition consist of 
low back pain with radiation of pain down 
one or both legs, a step-off deformity at 
the lumbosacral level posteriorly and a 
closer than normal approximation of the 
lower ribs to the pelvic bones bilaterally. 
The most important factor is a positive 
X ray of the defect in the posterior ele- 
ments of the vertebrae so that the upper 
vertebra slips forward on the lower vertebra 
in varying degrees. The treatment of this 
condition is muscle-building exercise and a 
chair back brace. If this conservative 
therapy is unsuccessful, then, following the 
method of Drs. Gill, Mannering and White, 
a complete excision of the posterior ele- 
ments of the involved vertebra with a 
freeing of the nerve roots at that level is 
carried out with or without bone grafting 
of the vertebral bodies. 

Other causes of low back pain are con- 
genital defects such as asymmetrical facets, 
congenital absence of facets, transitional 
fifth lumbar vertebra or first sacral seg- 
ments, hemivertebra and spina bifida. Each 
of these conditions is diagnosed by X ray, 
and each treated, according to the magni- 
tude of the symptoms, either by conserva- 
aforementioned, or by 


tive methods, as 
surgical methods, such as by a spinal fusion. 


Acute bacterial infections such as tuber- 
culosis, brucellosis and common osteomye- 
litis well as 
benign bone osteoid 
osteoma, hemangioma, osteochondroma and, 
of course, malignancies, either primary or 
metastatic, must always be considered in 
making a diagnosis in a case of low back 
pain. The symptoms of these conditions 
are usually of increased magnitude as com- 
pared to the more common conditions caus- 
ing low back pain. Each of these conditions 
must be treated separately. However, it 
is not within the realm of this brief paper 
to discuss each type of treatment. 


of a progenic organism as 


tumors such as an 


Another not too infrequent cause of low 
back pain is pain on a basis of disease of 
the visceral abdominal organs such as gall 

(Continued on page 418) 
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nnn A rating procedure com- 
monly known as “interstate rating” is 
not prohibited by any state provision so 
long as the rates resulting from such pro- 
cedure do not unfairly discriminate between 
risks of the same class, in this state, involv- 
ing essentially the same hazards.—The Su- 
perintendent of Insurance of Alabama asked 
the Attorney General whether the Alabama 
insurance rating laws permit the approving 
of rate filings which may involve application 
of the principle of “interstate rating.” The 
Alabama Inspection and Rating Bureau de- 
fined “interstate rating” as follows: 


“What is commonly known as ‘interstate 
rating’ is nothing more than a rate making 
procedure which gives appropriate recogni- 
tion to all relevant factors affecting the 
subject of insurance outside the state as well 
as within the state in the development of 
proper rates for interstate risks. In the field of 
fire insurance such risks are commonly 
called interstate multiple location risks, since 
they involve exposures or locations in more 
than one state. Interstate rating takes 
such risks as it finds them. For example, 
in the development of the average rate it 
takes into account all the exposures of the 
risk wherever located. This method is es- 
sentially the same as that used in the rating 
of multiple location risks which are wholly 
intrastate in that in each case an average 
rate is developed for all the locations of the 
risk. As you know, the development of 
average rates is a common procedure which 
has long been approved in Alabama. In 
the case of rating interstate risks, the sole 
difference in this regard is that the risks’ 
out-of-state locations are given due con- 
sideration instead of being ignored in the 
rating.” 
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The Attorney General said that his re- 
search revealed no court decisions either ap- 
proving or disapproving the principle of 
“interstate rating.” It does appear, how- 
ever, that this rating procedure is being 
used in a large majority of the states whose 
laws are similar to those of Alabama. 


Acts Nos. 132-133, General Acts of 1945, 
require that rates do not unfairly discrimi- 
nate between risks in the state. The At- 
torney General ruled that under these acts 
“interstate rating’ does not per se result in 
unfair discrimination between risks of the 
same class in Alabama, and that it is per- 
missible as long as no unfair discrimination 
results.—Opinion of the Alabama Attorney 
General, April 12, 1955. 


C ALIFORNIA—The Insurance Commis- 
A sioner may not safely release securities 
deposited by a bail permittee under the 
provisions of a statute requiring this deposit 
for the protection of the public in respect 
to the conduct of the permittee’s business.— 
The following facts were presented by the 
Insurance Commissioner: A bail permittee 
(bail bondsman) filed securities with the 
Commissioner in lieu of the bond required 
by statute. His license to act as a bail 
permittee was canceled, and he requested 
the return of the securities. Another bail 
permittee posted securities in lieu of a bond, 
and is still licensed. He now wishes to 
substitute a security bond in place of his 
securities. Neither bondsman was able to 
post a bond which would operate retrospec- 
tively. 


The question posed was whether the Insur- 
ance Commissioner has authority to release 
these securities deposited by the bail permittees. 
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The Attorney General ruled that the 
Insurance Commissioner could not safely 
release the securities. He stated that Sec- 
tions 1802.5 and 1802.7 of the Insurance 
Code provide, respectively, that a bail per- 
mittee either must give a bond conditioned 
upon proper application and disposal of all 
money collected by him, or must deposit 
securities in an amount equal to the penal 
sum of the bond. While substitution of 
various securities for others would be per- 
missible, he said, the substituted securities 
must be equally eligible for deposit, and 
must be subject to the entire liability of 
the original securities. Inasmuch as the 
bondsmen did not offer any bond or security 
to cover the entire liability, the Attorney 
General declared it would be a violation 
of the statute for the Commissioner to re- 
turn the securities. 


He stated that lack of statutory provision 
makes it what can 
be done securities 


impossible to declare 
toward releasing the 
except by a bond or securities covering the 
entire liability. The matter will be one of 
judgment for the. Commissioner, he 
Eventually the statute of limitations would 
apply, but, of course, infancy or other dis- 
ability might toll the statute. He concluded 
that legislation authorizing the Commis- 

terminate the trust under which 
he holds the securities would be necessary 
and advisable before he could safely release 
the securities.—Opinion of the California 
Attorney General, May 13, 1955. 


said. 


sioner to 


nee insurance company was 
not entitled to claim credit against its 
1954 premium receipts tax for the amount 
of 1954 ad valorem taxes paid by it on real 
property upon which was being built a new 
regional home office building.—An interest- 
ing question involving the crediting of ad 
valorem taxes against the premium receipts 
tax was posed by the Florida Insurance 
Commissioner. 
follows: 


The facts were briefly as 
An insurance company had main- 
tained its south-central regional home office 
in Jacksonville, Florida. The company was 
engaged in the construction of a new build- 
ing at another location which would be 
substantially occupied by it as a regional 
home office when completed. 


The question was: Under the provisions 
of Section 205.432 of the Florida Statutes, 
was the company entitled to a credit 
against its 1954 premium receipts tax of an 
amount equal to the 1954 ad valorem taxes 
paid by it on the real property where the 


Attorneys General 











office 


new regional home 
being constructed? 


building was 


The Attorney General stated that Sec- 
tion 205.432 of the Florida Statutes may 
be described as providing that if any for- 
eign insurance company which is subject 
to the premium receipts tax imposed by 
Section 205.43 establishes by August 1 of 
any calendar year a building in Florida as 
its regional home office, as defined in Sec- 
tion 205.432, it will be entitled to certain 
credits and deductions as follows: “(a) An 
amount equal to fifty per centum of the 
amount of the tax (premium receipts tax) 
as determined under subsection (2) of said 
section (205.43); and (b) An amount equal 
to the full amount of all ad valorem taxes 
paid by such a foreign insurance company 
during the year next preceding the filing 
of the return required by Section 205.43(3); 
1. upon any building and the land on which 
it stands in the State of Florida owned and 
substantially occupied by such foreign in- 
insurance company in the said tax year as 
a regional home office, together with any 
adjacent land as may be required for the 
convenient use and occupation thereof, and, 
2. upon any property used in connection with 
the operation and maintenance of such re- 
gional home office . (Italics supplied.) 


Even though the present regional home 
office was not large enough to accommo- 
date the present required activities of the 
company, and the ultimate occupation of 
the building constructed would re- 
lieve this congestion, he declared that the 
construction of the latter building had no 
relationship to the “convenient use and oc- 
cupation” of the former building, and that 
the real property upon which the new 
building was being constructed was not 
property “used in connection with the oper- 
ation and maintenance” of the regional 
home office building then in use. 


being 


Therefore, the Attorney General con- 
cluded that the company was not entitled 
to a credit against its premium receipts 
tax in the amount of ad valorem taxes 
paid on the real property upon which was 
being built its new regional home office 
building —Opinion of the Florida Attorney 
General, January 27, 1955. 


V ARYLAND—Members of an insurance 
+Y group may not advertise themselves as 
approved insurance advisers unless they are 
licensed in accordance with the provisions of 
Section 119 (the insurance advisers’ licens- 
ing law).—An advertising problem was re- 
cently submitted to the Attorney General 
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by the Insurance Commissioner. The facts 
presented were briefly as follows: A group 
of insurance companies, hereinafter called 
the “XYZ Insurance Group,” contemplated 
undertaking an advertising campaign to sup- 
port various agents selling automobile and 
casualty insurance. The: XYZ Insurance 
Group does business on an agency basis, 
and it plans to run large newspaper adver- 
tisements stating that various agents are 
“XYZ Approved Insurance Advisers.” The 
question involved was whether this proposed 
advertising would violate any of the provi- 
sions of Section 119 of Article 48A of the 
Annotated Code of Maryland, 1951 Edition, 
which is the insurance advisers’ licensing 
law. The agents of the XYZ Insurance 
Group are not licensed in accordance with 
this section. 

The Attorney General noted that Section 
119 requires insurance advisers to obtain a 
license, and that subsection (3) makes cer- 
tain exceptions by providing that nothing 
contained in Section 119 shall apply (a) to 
an officer, employee, agent or other repre- 
sentative of any authorized insurer while 
acting for such insurer; (b) to any licensed 
insurance broker who acts on behalf of a 
client of such broker, and also to attorneys 
at law and public adjusters of losses under 
fire or allied lines of insurance. 

Following this exception, however, the sub- 
section states: 
= no such insurer’s representative, 
broker, attorney at law or public adjuster 
shall advertise or publicly represent himself 
in such a way as to indicate that he gives 
or is engaged in the business of giving ad- 
vice, counsel, recommendation or informa- 
tion to holders of policies of insurance or 
annuity or pure endowment contracts as an 
insurance adviser within the meaning of this 
section.” 





Section 119(2) defines “insurance adviser” 
as follows: 

“The term ‘insurance adviser’ as used in 
this section shall mean any person who, for 
money, fee, commission or any other thing 
of value offers to examine, or examines any 
policy of insurance or any annuity or pure 
endowment contract for the purpose of giv- 
ing, or gives or offers to give, any advice, 
counsel, recommendation or information in 
respect to the terms, conditions, benefits, 
coverage or premium of any such policy or 
contract, or in respect to the expediency or 
advisability of altering, changing, exchang- 
ing, converting, replacing, surrendering, con- 
tinuing or rejecting any such policy or 
contract, or of accepting or procuring any 
such policy or contract from any insurer, 
or who, or which, in or on advertisements, 
cards, signs, circulars or letterheads, or else- 
where, or in any other way or manner by which 
public announcements are made, uses the title 
‘insurance adviser’, ‘insurance specialist’, ‘in- 
surance counselor’, ‘insurance analyst’, ‘policy- 
holders’ adviser’, ‘policyholders’ counselor’, 
‘refund company’, or any other similar title, or 
any title indicating that he gives, or is engaged 
in the business of giving advice, counsel, rec- 
ommendation or information to holders of 
policies of insurance or annuity or pure endow- 
ment contracts, shall be deemed an insurance 
adviser.” Italics supplied.) 

After analyzing Section 119, the Attorney 
General concluded that the prohibition against 
advertising contained in subsection (3) in- 
cludes advertising by such persons employ- 
ing the phrase “insurance adviser,” and that 
the proposed advertisement would be in 
violation of Section 119 unless the persons 
designated as “XYZ Approved Insurance 
Advisers” are licensed in accordance with 
the section—Opinion of the Maryland At- 
torney General, March 15, 1955. 


THE MEDICOLEGAL ASPECT OF LOW BACK PAIN 


bladder pathology, bowel pathology, genito- 
urinary pathology and pelvic pathology. 
These conditions cause pain of a referred 
nature, and it is often referred to the low 
back region. Of course, the treatment of 
this low back pain depends on eradication 
of the disease of the visceral organ. 


seen in 
As the 
name indicates, this is a condition of the 
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Another 
the low back is senile osteoporosis. 


condition occasionally 


Continued from page 415 | 


aged which occurs when the sex glands fail 
to produce the hormone secretions which 
the body needs to keep the bones hard and 


firm. These bones then fracture easily, and 
one often sees multiple fractures of the 
spine accompanied by severe pain with 


secondary radiculitis of nerve pain around 
the body. This condition is treated with 
good results, by supplying sex hormone 
secretion artificially and by wearing a chair 
back brace. [The End] 


IL J— June, 1955 















































Is. 


ha 
by 
su 
th 
pa 





un 
tal 
In 
wl 


fo! 
Tl 
eff 


th: 
su 
of 
tio 
int 
an 
the 

















lviser” 


sed in 
ho, for 

thing 
es any 
r pure 
of giv- 
advice, 
tion in 
onefits, 
licy or 
ncy or 
chang- 
g, con- 
icy or 
ig any 
nsurer, 
ements, 
ry else- 
» which 
he title 
st’, ‘in- 
‘policy- 
nselor’, 
title, or 
ngaged 
el, rec- 
ers of 
endow- 
surance 


‘ttorney 
against 
(3) in- 
mploy- 
id that 
be in 
yersons 
urance 
e with 
nd At- 


415 | 


ids fail 
which 
rd and 
ly, and 
of the 
1 with 
around 
d with 
yrmone 
a chair 


e End] 
ne, 1955 





Alaska and Washington 
Issue Countersignature Rulings 


The newly enacted countersignature law 
has been declared invalid and unenforceable 
by the Alaska Insurance Commissioner. In- 
surers, and brokers were told that 
they would not have to comply with any 
part of the law. 


agents 


The law would have required counter- 
signature by a licensed agent of the insurer 
resident in Alaska of all policies covering 
“risks or property located in the Territory 
of Alaska; ability created by or accruing 
under laws of this Territory, or under- 
takings to be performed in this Territory.” 
In regard to insurance contracts negotiated 
wholly outside of Alaska, a countersignature 
commission of 5 per cent of the premium 
for the insurance would have been required. 
The law, by its terms, was to have become 
effective on April 1, 1955. 

The Insurance Commissioner reasoned 
that the law, in attempting to subject in- 
surance contracts made outside the borders 
of Alaska but on Alaska risks, violated Sec- 
tion 9 of the Organic Act of Alaska and 
infringed upon the liberty of contract guar- 
anteed by the Fourteenth Amendment to 
the Constitution of the United States. 

Section 8 of the Organic Act of Alaska 
provides that ‘‘No law shall embrace more 
than one subject, which shall be expressed 
in its title.’ The title of the law under 
consideration is “An Act to require counter- 
signature, by resident agents, of insurance 
policies written in Alaska; and setting an 
effective date.” (Italics supplied.) The 
Commissioner declared that due to the limi- 
tation in the title of the countersignature 
law, all provisions relating to policies written 
outside Alaska, prohibiting the représenta- 








State Department Rulings 


tion of unauthorized insurers or prohibiting 
the placing of business through unauthor- 
ized brokers, etc., lie outside the title of the 
law and are, therefore, invalid. 


The Commissioner concluded: 

“Because of conditions peculiar to the 
handling of insurance coverages on Alaska 
risks it is, as a practical matter, not pos- 
sible to make a clear determination in a 
great bulk of cases whether the insurance 
is written in, or outside of, Alaska; or, in 
view of the invalidity of most of its provi- 
sions, whether the Act does or does not 
apply. It is therefore a practical impossi- 
bility for an insurer to make the affidavit 
of compliance called for by section 3 of the 
Act, and the Act is substantially unadminis- 
trable and unenforceable. 

“Attempts to enforce the Act, in addition 
to being subject to a restraining order by 
the courts, would also undoubtedly result 
in loss of substantial tax and license reve- 
nues now being received by the Territory 
of Alaska, and to no avail.” 


- HE countersignature date need not nec- 
- essarily concur with the inception date 
of a fire insurance policy, decided the Wash- 
ington Insurance Commissioner in an in- 
formal ruling given in answer to a letter 
of inquiry. 

Policies are frequently countersigned on 
a different date than the effective date of the 
policy, he noted. An example of this would 
be where a binder has been issued for a 
specified length of time such as 30 or 60 
days, and in some instances longer than that 
when an extension has been granted. When 
the policy is finally issued it is countersigned 
on the date of issue but effective from the 
effective date of the original binder. 


419 





For the Risk Manager 


Its Theory and Practice in the 
United States. Albert H. Mowbray and 
Ralph H. Blanchard. McGraw-Hill Book 
Company, 330 West 42nd Street, New York 
36, New York. Fourth edition, 1955. 569 
pages. $6. 


Insurance: 


Under six broad headings, this book dis- 
cusses the theory and practice of insurance 
in the United States. These headings are 
Risk, Insurance, and Prevention; Insurance 
Contracts; Insurers; The Insurance Market 
and the Problems of the Insurer; Insurance 
and Government; and Risk Management. 


A new chapter in the revision of this 
book, “Risk Management,” points out the 
good business value of having someone in 
the firm devote all, or at least a considerable 
portion, of his time to the determination of 
the risks of the firm, and the determination 
of a policy which outlines just how far the 
firm cares to go in covering these risks. 


The author says: “The hazards to which 
business is subject have multiplied. Physical 
hazards have changed and often increased 
with new materials and products, new proc- 
esses, new machinery, construction of plants 
in new locations, new methods of trans- 
portation, and the complicated processes of 
maintaining connections between locations. 
Juridical hazards have likewise increased in 
number and intensity. Statutes have de- 
veloped or created responsibilities; courts 
have become more liberal to plaintiffs; plain- 
tiffs’ lawyers have become more active and 
skilled; and the public is more given to 
asserting its rights, actual or imagined.” 

As investment in plants increases, pre- 
serving plants from loss and providing for 
indemnity if loss comes becomes an impor- 
tant management function. Both the heavy 
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cost of replacing physical assets and the 
limited availability of funds for doing so 
argue for increasing attention to risk and its 
results. Insurers, insurance contracts, rat- 
ing methods—all have responded to these 
developments with developments of their 
own. What was once a matter of simple 
choice has become highly technical. 


The author advises management: “Losses 
that can be so closely estimated that the busi- 
ness can bear them itself, either through 
self-insurance or by absorbing them in 
operating costs without advance provision, 
should not be insured against. This prin- 
ciple is subject to numerous qualifications. 
A firm may insure risks that it could per- 
fectly well bear itself, not so much to pfro- 
tect itself against financial loss as to secure 
the service that accompanies the insurance. 
Or as a matter of business policy it may 
prefer to turn over settlement of claims to 
an insurer. In some cases risk-bearing may 
be divided, losses beyond those which the 
business bears itself being insured against. 
A firm might decide that it could bear up 
to $50,000 of workmen’s-compensation losses 
in any one year and might insure only 
against losses in excess of that amount. Or 
it might bear the first $5,000 of any one loss 
from fire or any of the causes of loss cov- 
ered by the extended coverage endorsement. 


“Full insurance, from the point of view of 
the insured, is the amount that would in- 
demnify the insured’s real loss, which may 
or may not be the loss that he could collect 
under the terms of an insurance contract. 
The point can best be made by illustration. 
A firm has cut the timber on a tract of 
woodland and has manufactured lumber 
which it has shipped to distributing centers. 
It had been necessary to erect buildings for 
the accommodation of the workmen on the 
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project, buildings which are now abandoned 
and which would not be replaced were they 
destroyed. Their destruction would involve 
no real loss to the firm, and they should 
therefore not be insured. At the other ex- 
treme, a firm owns a warehouse that is 
essential to its operation. No funds have 
been accumulated to offset depreciation of 
the building. Were it destroyed a new 
building of the same design and construc- 
tion would be immediately needed. Full in- 
surance against real loss would equal the 
cost of replacement new of the building, 
plus any extra expenses incurred for a sub- 
stitute warehouse. Or a man owns an old 
barn in the country which he uses to house 
his car. It would cost $8,000 to replace it, 
allowing for depreciation, but he would ac- 
tually replace it with a garage that would 
cost $4,000 new. Full insurance would 
amount to $4,000. 

“Insurance against other than real loss is 
not a ‘good gamble’. Assuming that pre- 
mium rates are accurate (and few insureds 
are in a position to know otherwise), the 
odds are always against the insured, since 
insurers must collect more in premiums 
(often twice as much) than they expect to 
pay out in losses.” 


Female Gerontology 


Bibliography on Employment Problems of 
Older Women. United States Government 
Printing Office, Washington 25, D. C. 1954. 
89 pages. 35¢. 


This booklet contains summaries and 
highlights of 63 articles and publications 
by authorities in the field of aging. It 
deals with three subjects basic to any 
consideration of the employment problems 
faced by mature women, that is, hiring 
restrictions, psychological barriers and 
work performance. 


The Federal Budget 


Federal Economic and Social Programs, 
Fiscal 1956. The Tax Foundation, 30 Rocke- 
feller Plaza, New York 20, New York. 
1955. 19 pages. Single copies free. 

This is the second of a new series of 
research studies by the Tax Foundation. 
It is a breakdown of expenditures in the 
federal budget categorized as aids to agri- 
culture, business, labor, veterans, home 
owners and others. The study reveals that 
the federal budget for fiscal 1956 shows 
that one of every five dollars of proposed 
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expenditures is for programs with economic 
or social objectives. 


Alcoholism 


Management of Addictions. Edited by 
Edward Podolsky, M.D. Philosophical Li- 
brary, Inc., 15 East 40th Street, New York 
16, New York. 1955. 413 pages. $7.50. 

The major portion of this book is devoted 
to alcoholism. Alcoholism ranks as Amer- 
ica’s fourth disease, taking its place after 
heart disease, cancer and tuberculosis. A 
number of medical authors describe their 
treatment of the alcoholic, and relate their 
successes and failures. The treatments de- 
scribed range from injections to diets. 

The latter part of the book treats with 
drug addiction. 


ARTICLES a | 


Atticles of interest 
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Last-Clear-Chance Doctrine in Canada... 
The whole last-chance doctrine, says the 
author of this article, was an escape from 
the harshness of the contributory negligence 
bar, by means of comparative negligence 
disguised in the phrase “proximate cause.” 
There is confusion in the use of words such 
as fault and cause, and most misguided of all 
the arguments for the preservation of last 
chance after apportionment is the one which 
says that the doctrine is part of the admir- 
alty law and also part of the law of Quebec. 

In some cases the courts have said that 
they were ascertaining whose negligence 
was the proximate cause of the harm. What 
they were really doing, this author points 
out, was determining (within the limita- 
tions of the subsequent-and-severable and 
ultimate-negligence formulas) whose was the 
greater fault. The comparative fault of the 
actors is the only relevant consideration in 
determining whether the defendant ought to 
pay the whole loss notwithstanding the 
plaintiff's contributory negligence. 

The article concludes that the Canadian 
courts’ retention of the last-chance, ulti- 
mate-negligence or proximate-cause doc- 
trines in contributory negligence cases after 
enactment of the apportionment statutes is 
absurd. The author is a professor of law, 
University of British Columbia. — Mac- 
Intyre, “Last Clear Chance After Thirty 
Years Under the Apportionment Statutes,” 
Canadian Bar Review, March, 1955. 
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Aviation Exclusion Clause 
Inapplicable in Drowning Incident 


An aviation exclusion clause does not 
exclude liability for the death of the insured 
from drowning after a forced landing where 
(1) he swam a considerable distance before 
he drowned and (2) there is no evidence 
that his death resulted directly or indirectly 
from a risk associated with aerial flight in 
a private airplane. This was the decision 
of the Seventh Circuit on March 31, 1955, 
in McDaniel v. Standard Accident Insurance 
Company, 4 Avi. 17,617. 

The accident policy in question contained 
the limitation that no benefits are payable 
“For death, disability or other loss result- 
ing directly or indirectly from injury sus- 
tained by the Insured while in or on any 
aircraft or other device for air travel or in 
falling or otherwise descending therefrom 
or therewith or while operating or handling 
such aircraft or device, unless the Insured 
is riding as a fare-paying passenger in a 
licensed airplane or dirigible, operated by a 
licensed passenger carrier on a published 
schedule over a regular passenger route and 
between established airports.” 

The facts were that the insured and 
another party were flying in a private plane. 
The plane was struck by “some heavy 
turbulence” and a forced landing was made 
in a lake approximately 30 or 35 yards from 
shore. The shock of the landing was not 
hard, and the insured was apparently not 
injured. It also appeared that the insured 
was not injured while descending from the 
plane. The insured and his companion 
started to swim to shore. The other party 
testified that the insured was swimming 
all right, but that he stopped swimming when 
he was about 15 feet from shore, and went 
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under the water. The evidence showed that 
the insured was an average swimmer, and 
on occasions swam for an hour and a half 
at a nearby lake. 

The insurer contended that drowning after 
a forced landing of a private land-based 
plane is an undisputable risk associated with 
aerial flight, and is excluded by the aviation 
exclusion clause in the insured’s policy. 
The court did not agree, and stated: “If 
this argument is logical it would mean also 
that if a person were forced to land his 
private plane in a pasture, where, after 
safely alighting, he was gored to death by 
a vicious bull, an insurer would not be liable 
on a policy containing the clause now under 
consideration.” 


The court concluded that inasmuch as 
there was no evidence that the death of the 
insured resulted directly or indirectly from 
injuries sustained by him while in the air- 
plane or in falling or descending therefrom, 
the exclusion clause of the policy did not 
apply. It said that since this conclusion 
was supported by uncontradicted evidence 
and, in fact, the insurer offered no evidence 
at the trial, it could not say that the lower 
court erred in finding that the insurer’s 
refusal to pay the amount due under the 
policy was vexatious and unreasonable, and 
the judgment, which allowed attorneys’ fees 
and interest, should be affirmed. 


One judge dissented in regard to the 
allowance of attorneys’ fees. He noted that 
an Illinois statute authorizes the recovery 
of attorneys’ fees where an insurer’s re- 
fusal to pay a loss is “vexatious and without 
reasonable cause.” However, he said this 
was a case where the insurer was entitled 
to its day in court, and that it did not act 
vexatiously and without reasonable cause. 
An insurer should not be compelled to de- 
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PERSONS AND EVENTS 


Appointment of William M. Blake, Jr., 
of Queens Village, Long Island, as 
Deputy Superintendent of Insurance of 
New York was announced recently. 

The reappointment of Charles S. Jack- 
son as State Insurance Commissioner of 
Maryland for a four-year term was made 
by Governor Theodore R. McKeldin. 

Louis Miller, Jr., of Charleston, West 
Virginia, has been named Deputy Insur- 
ance Commissioner of West Virginia. 

The Million Dollar Round Table an- 
nual meeting will be held June 27-30 
at the Greenbrier Hotel, White Sulphur 
Springs, West Virginia. Recent develop- 
ments that the agent should keep in 
mind in planning his own estate will be 
discussed, among other things. 

The Association of Casualty & Surety 
Companies has announced plans for the 
fifth workshop on cost reduction and 
control to be held September 20 at the 
Statler Hotel in New York. The one- 
day workshop will consist of sessions 





fend on its policy at the peril of being 
assessed attorneys’ fees as costs if it should 
lose, he added. 


New York and New Jersey Courts 
Uphold New York Superintendent 


Leffert Holz, New York Superintendent 
of Insurance, has been upheld by the New 
York and New Jersey appellate courts in 
refusing to permit former agents of an in- 
surance company now in liquidation, in 
rendering their accounts to him as liquida- 
tor, to deduct return premiums they used 
to pay for new insurance for their policy- 
holders in other companies after the order 
of liquidation. 

The New Jersey case was brought by the 
New York Superintendent, as liquidator of 
The Preferred Accident Insurance Company 
of New York, to recover premiums collected 
by Ward and Company, a general agent, 
which were in their hands at the time the 
company went into liquidation. The agent 
contended that it was liable only for the 
portion of the premiums earned to the date 
of the liquidation order and that it had 
the right to use the unearned portion or re- 
turn premiums to cover the insureds in other 
companies. The New Jersey Superior Court 


The Coverage 


devoted to two topics, “Reports to Man- 
agement” and “Bond Claims,” and will 
be under the general chairmanship of 
Joseph J. Magrath, secretary of the Fed- 
eral Insurance Company. 

Ralph H. Platts, director of the Stand- 
ard Accident Insurance Company, was 
elected to serve a second term as presi- 
dent of the Association of Casualty & 
Surety Companies. 

The installation of Porter Ellis as 
president of the Texas Association of 
Insurance Agents took place at the as- 
sociation’s recent annual convention. 

Harry G. Zelle, chairman of the board 
of the Missouri Insurance Company, St. 
Louis, Missouri, was elected president 
of the Life Insurers Conference at its 
forty-sixth annual convention. 

Travis T. Wallace, president of Great 
American Reserve Insurance Company, 
Dallas, Texas, was elected executive 
committee chairman of the Health and 
Accident Underwriters Conference. 


ruled in favor of Ward and Company, and 
the Superintendent appealed. 


The Superior Court of New Jersey, Ap- 
pellate Division, reversed the lower court. 
It held that the agent was never legally ob- 
ligated to refund the unearned premiums to 
the policyholders and, therefore, could not 
use them for their benefit after liquidation. 
The custom of agents before liquidation, 
while the company is a going concern, in 
returning unearned premiums when a policy 
was canceled was stated to be an implied 
privilege which could only be exercised in 
the usual and ordinary course of business, and 
one which did not continue after insolvency. 


In the New York case, the Superintendent, 
as liquidator, brought suit against the May- 
ville Realty Company, an agent of The Pre- 
ferred Accident Insurance Company of New 
York, which also sought to deduct and offset 
return of unearned premiums used to pay 
for new policies with other companies after 
the order of liquidation. 

Justice Brisach, of the New York Supreme 
Court, ruled that this deduction or offset 
Was not permissible and, in answer to the 
agent’s plea that it was entitled to this offset 
under the case of Bohlinger v. Zanger, 306 
N. Y. 228, wherein the New York Court of 
Appeals ruled that an insurance broker could 
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properly make such a deduction, held that 
the cited case was not applicable—that it 
referred to an insurance broker only, and 
not to an insurance agent. The New York 
Appellate Division on April 26, 1955, unani- 
mously upheld the decision rendered by 
Judge Brisach. 


H & A Conference Endorses 
New Trade Association Idea 


The Health and Accident Underwriters 
Conference has unanimously approved two 
measures aimed at bringing a new accident 
and health trade association into being. 


The member companies, by roll call vote, 
unanimously approved a blueprint for the 
proposed new organization. The plan was 
drawn up by the Task Force No. 1 of the 
Joint Committee on Health Insurance. 


Also unanimously approved was a resolu- 
tion containing provisions for dissolution of 
the conference. This resolution will be added 
to the conference’s constitution and bylaws 
in the form of an additional article. 


It was explained that other trade associa- 
tions belonging to the joint committee must 
approve the plan before the conference 
members will be called upon to make a final 
decision on the new organization and dis- 
solution of the conference. The addition to 
the conference constitution merely outlines 
procedure—a two-thirds vote and distribu- 
tion of assets—that will be followed if this 
action becomes necessary. 


Pennsylvania Combines Coverages 


Automobile basic and extended medical 
payments coverages in Pennsylvania have 
been combined into a single coverage which 
affords to insureds, at a much lower aggre- 
gate cost, the same protection formerly pro- 
vided by the two separate coverages. 


This improved coverage, the Insurance 
Commissioner stated, was filed by the National 
Bureau of Casualty Underwriters and the 
Mutual Insurance Rating Bureau on behalf 
of their member and subscriber companies. 


It was stated that in addition to reducing 
the aggregate cost, the combining of the 
two coverages will result in simplifying the 
handling of medical payments coverages by 
both underwriters and producers. It will 
encourage those policyholders who have been 
buying only the basic coverage to obtain the 
greater protection. 
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Under the change, the Commissioner said, 
the coverage is incorporated with the basic 
coverage at an additional charge for indi- 
vidually owned private passenger cars of 
only $1 for limits per person of $500 and 
$750, and at an additional charge of only 
$2 for limits of $1,000, $2,000 and $5,000. This 
amounts to an aggregate reduction of 65 per 
cent or more in terms of today’s charges for 
the extended medical payments coverage. 


The substantial rate reductions for ex- 
tended medical payments coverage are justified 
through a better spread of risk, avoidance of 
adverse selection, and savings in handling costs. 


New Type of Insurance Course 
at University of Miami Law School 


New courses of instruction under the title 
“Special Course in Insurance Law” will be 
offered by the School of Law, University of 
Miami, Coral Gables, Florida, to employees 
of insurance companies to supplement their 
education to the end that they will be familiar 
with the legal aspects of the insurance business. 


Included in the curriculum of the “course” 
are Insurance I (introduction to insurance 
law, etc.), Insurance II (insurable interest 
and law of agency, etc.), Insurance III (con- 
struction and interpretation of contracts), 
Medical Jurisprudence, Administrative Law, 
Legislation and Bill Drafting, Bookkeeping 
and Accounting, and Tax I. ; 

These courses will last for six-week periods, 
the first one starting on September 26, 1955. 
The students will be in lecture and recitation 
sessions for six days a week, about four or 
five hours per day. The balance of the day 
will be spent by the student in study and 
research work. 


The School of Law will provide for the 
instruction (using its regular law faculty) 
and housing of students for the sum of $350. 
Books must be purchased by the students, 
but may be obtained at student prices. 


It is planned to have three terms per year. 
Companies should arrange for registration 
of the employees whom they intend to 
enroll in these courses before August 20, 
1955, to assure attendance at the September, 
1955 term. 

Applications for registration or requests 
for additional information should be addressed 
to Dean Russell A. Rasco, School of Law, 
University of Miami, P. O. Box 428, Coral 
Gables 46, Florida, or to Herbert A. Kuvin, 
Director of Insurance Law Training Pro- 
grams, at the same address. 
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NEGLIGENCE = =~=—-~—-—~— | 
| Summaries of Selected Decisions 
Recently Reported by CCH 
| NEGLIGENCE REPORTS 


Failure to Provide Fire Escape 
Is Negligence 


Where a landlord negligently fails to pro- 
vide a fire escape on his building and an 
arsonist sets fire to it, the injuries sus- 
tained by a tenant forced to jump to an 
adjoining building are proximately caused 
by the landlord’s negligence concurring 
with the arson, and the landlord is liable 
for the injuries. Missouri. 


The plaintiff, a tenant of a three-story 
building, sustained severe injury when she 
was forced to jump from a third-floor 
window to the roof of an adjoining building 
to avoid being burned to death. An arsonist 
had set fire to the building by pouring coal 
oil in a hallway on the first floor, and there 
was no fire escape on the building by which 
the plaintiff could escape to safety. She 
brought an action against the defendants 
(owners and operators of the building), 
alleging that if a fire escape had been pro- 
vided as required by law, she would have 
escaped without injuries. Judgment was 
awarded to the plaintiff, and the defendants 
appealed. 

The state supreme court, after disposing 
of alleged errors in instructions and exclud- 
ing of proffered evidence, affirmed the 
decision for the plaintiff. It referred to the 


Negligence 







Selected Decisions 
fron: All Jurisdictions 


case of Gaines v. Property Servicing Com- 
pany, 4 NEGLIGENCE CAsEs (2d) 425, which 
was decided by it on January 10, 1955, and 
involved the same fire and in the main the 
same issues as the present case. In this 
prior case the court held that the defend- 
ants’ negligence concurred with the in- 
tentionally set fire to cause the tenant’s 
injuries. It said that the failure to provide 
a fire escape was an active and continuing 
concurring cause, and that the injury would 
not have taken place if this cause had not 
existed. The court declared that the defend- 
ants had failed to provide a fire escape 
as required by statute, and that it could 
reasonably have been foreseen that a fire 
might occur in the building and that injury 
thereby result to people in or about the 
building as a result of this failure. 

In conclusion, the court sustained its 
rulings in the Gaines case, and held that 
the defendants’ negligence concurred with 
the arson to bring about the plaintiff’s 
injuries, and thus was the proximate cause 
of the injuries —Burns v. Property Servicing 
Company et al. Missouri Supreme Court. 


March 14, 1955. 4 NEGLIGENCE CASES 
(2d) 616. 
Must Prove Authorship 


of Label on Can 


A label and can, in the absence of proof 
of the authorship of the label, are not 
admissible to establish that a company 
was the manufacturer, packager or dis- 
tributor of a product. Maine. 


The plaintiff sustained injury when she 
ate the contents of a can, allegedly distrib- 
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uted by the defendant company, which con- 
tained a piece of metal. She brought an 
action to recover for her injuries, and sought 
to introduce the can and its label into evi- 
dence. The label stated that the product 
was distributed by the defendant company. 
Certain letters and numbers were on the 
bottom portion of the can which would 
have no meaning to purchasers. The lower 
court refused to admit the label and can 
into evidence, and directed a verdict for the 
company. An appeal was taken based on 
this refusal to admit the label and can into 
evidence, and on the direction of the verdict. 


The state supreme court affirmed the 
judgment for the company. It said that 
there are no decisions precisely determining 
the question of admissibility of an exhibit 
under circumstances similar to those found 
in the instant case. The court stated that 
it was asked to approve the admissibility 
of the printed matter on the label without 
proof of authorship. Reference was made 


to Wigmore on Evidence, Volume VII, 
Section 2150, which reads as follows: 
“Printed matter in general bears upon 


itself no marks of authorship other than 
contents. But there is ordinarily no neces- 
sity for resting upon such evidence, since 
the responsibility for printed matter, under 
the substantive law, usually arises from the 
act of causing publication, and merely of 
writing, and hence there is usually available 
as much evidence of the act of printing or 
handing to a printer as there would be of 
any other act, such as chopping a tree or 
building a fence. 

“There is therefore no judicial sanction 
for considering the contents alone as suf- 
ficient evidence.” 

Section 2130 reads: 

“The general principle has been enforced 
that a writing purporting to be of a cer- 
tain authorship cannot go to the jury as 
possibly genuine, merely on the strength 
of this purport; there must be some evidence 
of the genuineness (or execution) of it.” 


The court concluded that the label and 
can were properly excluded from evidence 
inasmuch as there was no other evidence 
identifying the company as the author of 
the printed material on the iabel and, 
further, as the packer, manufacturer or dis- 
tributor of the contents of the can. 

A dissenting opinion stated that everyone 
accepts the label on canned food products 
as sufficient proof of the brand and the 
producer or distributor. It is known that 
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the misuse of a trademark and the mis- 
branding of food products are serious 
offenses. It may be assumed that the de- 
fendant company does in fact distribute a 
product of the type described in the label, 
it said, or the company could readily have 
disposed of the case. A distributor can 
readily tell by the letters and numbers on 
the bottom portion of a can whether they 
identify its own product. Thus, it con- 
cluded, the label and can should have been 
admitted into evidence.—Keegan v. Green 
Giant Company. Maine Supreme Judicial 
Court. November 12, 1954. 4 NEGLIGENCE 
Cases (2d) 585. 


Members of Baseball Team 
Not Agents of Sponsor 


The fact that a company sponsored a 
baseball team by furnishing shirts and 
uniforms, which bore the company’s name, 
and baseball equipment is not sufficient 
to show an agency relationship between 
it and the members of the team. Ohio. 


The plaintiff, a 12-year-old boy, was in- 
jured while watching a baseball game when 
a ball struck him in the eye, causing the loss 
of sight in the eve. An action was brought 
through a next friend for damages in the 
sum of $75,000. It was alleged that the 
defendant company had entered into an oral 
employment and service agreement with the 
members of the baseball team whereby the 
company received advertising services in 
exchange for the use of its baseball uni- 
forms and equipment. It was further al- 
leged that a member of this team negligently 
struck the boy in the eye with one of the 
baseballs, and that this player was an agent 
of the defendant company. The trial court 
sustained a demurrer to the complaint, but 
the court of appeals reversed the judgment. 
The case was then brought to the state 
supreme court. 


The highest state court awarded judg- 
ment to the defendant company. It stated 
that in order for the boy to recover he must 
invoke the doctrine of respondeat superior. 


The court then declared that the defend- 
ant company neither exercised nor had 
a right to exercise any direction or control 
over the conduct of the baseball players 
and, thus, the doctrine of respondeat superior 
was not applicable. A demurrer to the 
complaint was sustained—Toms v. Delta 
Savings & Loan Association. Ohio Supreme 
Court. February 9, 1955. 4 NEGLIGENCE 
Cases (2d) 523. 


IL J—June, 1955 






















































Re 


et ee eed 





e mis- 
serious 
he de- 
bute a 
label, 
y have 
or can 
ers on 
r they 
f =con- 
e been 
Green 
udicial 
IGENCE 


red a 
s and 
name, 
ficient 
tween 
Ohio. 
as in- 
when 
ie loss 
‘ought 
in the 
it the 
n oral 
th the 
yy the 
‘es in 
| uni- 
er al- 
gently 
of the 
agent 
court 
t, but 
ment. 
state 


judg- 
stated 
must 
erior. 
-fend- 

had 
yntrol 
ayers 
berior 
>» the 
Delta 
yreme 
GENCE 


1955 








LIFE 


Summaries of Selected 


Decisions Recently Reported 
by CCH LIFE INSURANCE 
REPORTS 


Reinstatement Provision 
Waived by Insurer 


Where the insurer accepts a premium 
payment along with an application for 
reinstatement, it waives the policy pro- 
vision which requires the payment of all 
overdue premiums as a condition for rein- 
statement. District of Columbia Circuit. 


The insured mailed a check in the amount 
of one premium payment along with an 
application for reinstatement of his policy 
to the insurer. The check was accepted 


by the insurer, although an additional 
premium payment was overdue at the 
time. The insured died a few days later, 


and upon the insurer’s refusal to pay the 
proceeds of the policy on the ground that 
there was no effective reinstatement of the 
policy, the beneficiaries brought an action. 
The lower court awarded judgment to the 
beneficiaries, and the insurer appealed. 

The court of appeals affirmed the decision 
for the insured. It recognized that the 
policy provided that the payment of all 
overdue premiums was a condition for re- 
instatement, but said that the actual accept- 
ance of the lesser amount constituted a 
waiver by the insurer of its right to insist 
on full payment. Thus, the court concluded 
that the policy was in force at the time of 
the insured’s death, and the insurer was 
liable for the amount of the policy.—Berk- 
shire Life Insurance Company v. White. 
United States Court of Appeals for the 
District of Columbia Circuit. November 24, 
1954. 2 Lire Cases (2d) 165. 


Divorced Wife Entitled 
to Proceeds of Husband's Policy 


When a wife relinquishes all claim to 
her husband’s property in a divorce agree- 
ment, she does not give up her right to 
claim the proceeds of her husband’s policy 
of which she is beneficiary. 


The plantiff brought an action to recover 
the proceeds of a life insurance policy issued 
to her former husband, and another action 


Life, Health—Accident 


to recover United States bonds issued in 
the name of her former husband or her. 
The facts showed that at the time the 
plaintiff and her former husband were di- 
vorced, she agreed “that the defendant 
[plaintiff in this action] does not now and 
will not make any further claim against the 
plaintiff in connection with any and all 
other property that he may own.” (Italics 
supplied.) After the divorce the parties 
continued to live together for some time. 
Upon her former husband’s death there 
was found a life insurance policy which 
named the plaintiff as beneficiary. She 
recovered judgment in each action, and 
the administratix appealed. The two actions 
were consolidated for convenience. 

The state supreme court affirmed the 
decisions for the plaintiff. The court said 
that at the time of the divorce the plaintiff 
had a vested interest in the policy subject 
to being divested only in the manner re- 
served in the policy contract. It noted 
that in the property agreement entered into 
by the plaintiff she agreed not to make any 
claim as to any property that her former 
husband might own, but that he had no 
interest in her property in the policy, and 
thus the agreement would not affect her 
bringing this claim for the policy proceeds. 
It added that the former husband could 
have divested the plaintiff of her rights 
under the policy, but that he did not. 

In regard to the bonds, the court de- 
clared that since they were not paid prior 
to the former husband’s death, by their 
terms the plaintiff had become their sole 
owner. It stated, as before, that the prop- 
erty agreement applied only to the making 
of claims against her husband’s property, 
and since this property was her own, she 
had the right to claim it—Hott v. Warner, 
Admx.; Same v. National Guardian Life 
Insurance Company. Wisconsin Supreme 
Court. December 7, 1954. 2 Lire CAsEs 
(2d) 157. 


A NOTHER case involving a _ property 
£Xagreement and the.proceeds of a life 
insurance policy is Handrahan, Trustee, etc. v. 
Moore, etc., 2 Lire Cases (2d) 176, which 
was filed in the Massachusetts Supreme 
Judicial Court on February 25, 1955. The 
insured had agreed in a settlement (in the 
form of a trust agreement) with his first 
wife to maintain insurance on his life in 
the amount of $10,000 with her as the 
named beneficiary. With the termination of 
his employment, a group policy for $10,000 
became valueless, and the insured desig- 
nated his first wife as beneficiary of two 
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policies of paid-up insurance which repre- 
sented his interest in a pension fund, the 
trustees of which were to pay the policy 
proceeds to the named beneficiary. Before 
he died, the insured notified the trustees 
that he was substituting his second wife 
as beneficiary. 

The plaintiff, as trustee for the, insured’s 
first wife, brought this bill in equity to 
determine the ownership of the proceeds 
of the two policies. The state supreme 
court ruled that the property settlement 
between the insured and his first wife 
acted as a waiver of his right to change the 
beneficiary of the two policies. It said 
that his substitution of the two policies 
in question for the valueless group policy 
leads to the inference that he recognized 
his obligation to maintain the insurance 
as agreed. 

In conclusion, the court held that the 
plaintiff, as trustee for the insured’s first 
wife, acquired an equitable interest in the 
policies by virtue of the property settlement, 
and that her right to enforce the contract 
was superior to the rights of the insured’s 
second wife. 


Proration Clause 
Construed by Court 


The insured did not violate the prorating 
clauses of two health and accident policies 
when he failed to inform the companies 
of the purchase of two life insurance 
policies which provided for disability pay- 
ments. Tennessee. 


The insured obtained two accident and 
health insurance policies from two separate 
companies. Paragraph 17 of the policies 
was practically the same, and 
follows: 


read as 


“17, If the Insured shall carry with an- 
other company, corporation, association or 
society other insurance covering the same 
loss without giving written notice to the 
Association, then in that case the Associa- 
tion shall be liable only for such portion of 
the indemnity promised as the said indem- 
nity bears to the total amount of like 
indemnity in all policies covering such loss, 
and for the return of such part of the 
premium paid as shall exceed the pro rata 
for the indemnity thus determined.” 

Subsequently the insured obtained two 
policies of life insurance which provided 
for disability payments in the event he 
became totally and permanently disabled 
during the life of the policy. He did not 
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notify the accident and health companies 
of the acquisition of this insurance. 

The insured was accidentally injured, and 
the accident and health companies made 
some payment upon their policies. The 
insured brought suit to recover the full 
face value of the policies. The companies 
contended that the insured violated the 
above-quoted paragraph of his policies, and 
thus could not recover the full face value 
of his policies. The insured recovered ver- 
dicts which were set aside, and a new trial 
was granted. Upon the second trial the 
insured received verdicts for the face amounts 
due under the policies and for penalties of 
24 per cent in each case. The companies 
appealed. 

The state court of appeals affirmed the 
judgments for the insured. The court ruled 
that the above-quoted policy provision 
was not violated when the insured failed 
to notify the accident and health companies 
of the fact that he had purchased two life 
insurance policies containing disability bene- 
fits. Reference was made to the case of 
Bowles v. Mutual Benefit Health and Accident 
Association, 99 F. 44, where the same ques- 
tion was considered. 

The court declared that it is clear there 
is a real difference between a life policy 
with double indemnity and disability bene- 
fits and an accident and health policy which 
provides death benefits. The dominant pur- 
pose of the two kinds of policies is entirely 
different, it said. The which they 
cover overlap in only a small segment, and 
the ordinary person would not think of one 
policy being additional insurance of the 
sort covered by the other. Thus, it con- 
cluded that the insured was not required 
to give notice that he had purchased life 
insurance policies containing disability clauses. 


risks 


It was not error upon retrial to award the 
24 per cent penalties, the court said, as a 
new trial was granted as to the whole case. 
—Crews v. Mutual Benefit Health & Accident 
Association of Omaha, Nebraska; Same v. 
United Benefit Life Insurance Company of 
Omaha, Nebraska. Tennessee Court of Ap- 
peals. January 18, 1955. 2 Lire Cases 
(2d) 173. 


Short Short: Oklahoma 


Medical testimony based in part on state- 
ments made by the patient was admissible 
as evidence.—North American Accident In- 
surance Company v. Burkett. Oklahoma Su- 
preme Court. March 22, 1955. 2 Lire 
Cases (2d) 248. 


IL J—June, 1955 
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Summaries of Selected Deci- 
sions Recently Reported by 
CCH FIRE-CASUALTY IN- 
SURANCE REPORTS 


Change of Title Provision 
Construed by Court 


Occupancy of the insured premises by a 
proposed purchaser under an oral ex- 
ecutory contract of sale did not constitute 
such a change of title, interest or posses- 
sion as would void the policy under its 
change of title provision. Texas. 


The insured owned a 
which was covered by a fire insurance 
policy issued by the defendant insurance 
company. He entered into an oral agree- 
ment with another party to sell the house 
and lot for $675. It was agreed that the 
consideration would be the proceeds of a 
$525 note which another party owed the 
proposed purchaser, and an additional $150. 
The purchaser moved into the house and 
continued living there until the fire. No 
rent was paid and no improvements were 
made on the property. The evidence indi- 
cates that the note was endorsed and in the 
hands of the insured the fire, and 
that after the fire, payment was made to 
the insured on both the note and the addi- 
tional $150. The purchaser had obtained 
insurance on the house after the oral con- 
tract to purchase the house, but before the 
fire. Both the purchaser and insured testi- 
fied that they knew nothing of the insur- 
ance which the other carried. The purchaser 
collected on his insurance, and the insured 
brought suit to recover under his insurance 
policy. The insurer contended that the in- 
sured violated a policy 
which read: 


dwelling house 


before 


provision of the 


“This entire policy, unless otherwise pro- 
vided by agreement endorsed herein or 
added hereto, shall be void if—any change, 
other than the death of the insured, take 
place in the interest, title or possession of 
the subject of insurance (except change of 
occupants without increase of hazards) 
whether by legal process or judgments or 
by voluntary act of the insured or otherwise.” 


The court, however, ruled that the oral 
executory contract of sale and the occu- 
pancy of the premises by the proposed 
purchaser did not constitute a violation of 


Fire and Casualty 


the above-quoted change of title provision. 
It noted that the purchaser had neither paid 
the consideration nor made improvements 
prior to the fire and, thus, the requirements 
had not been met to relieve the parol con- 
tract from the operation of the statute of 
frauds. The legal and equitable title to the 
land at the time of the fire, it stated, re- 
mained in the insured. It added that it is 
not necessary for the holder of legal title to 
personally occupy his premises to be in 
legal possession thereof, but that generally 
he is deemed to be in possession as long as 
the premises are subject to his control.— 
Germania Mutual Aid Association v. Schaefer. 
Texas Court of Civil Appeals. January 14, 
1955. 8 Fire AND Casuatty Cases 587. 


Whether ‘Vacant or Unoccupied” 
a Question of Fact 


Where the insured did not eat or sleep on 
the premises but visited them daily, kept 
stock there and had the intention of again 
living there, a question of fact is presented 
for the jury as to whether the premises 
were “vacant or unoccupied,” and thus 
excluded from coverage under a fire pol- 
icy. Arkansas. 


The insured obtained fire insurance on his 
dwelling house in the amount of $2,000 and 
on his barn for $1,000. The policy con- 
tained the following clause: 
= this company shall not be liable for 
loss or damage occurring (f) while a 
described building, whether intended for 
occupancy by owner or tenant, is vacant or 
unoccupied beyond a period of 10 days... .” 

A brief summary of the facts follows: 
The tenants on the premises were operating 
a sawmill and also keeping a herd of cattle. 
When the operation of the sawmill no longer 
was profitable, the tenants decided to build a 
house in another town. Pending completion 
of the house, the tenants moved a major por- 
tion of their furniture into a small garage 
located in the town, where they slept and 
ate. Inasmuch as they had prepaid the rent 
on the premises, they decided to retain pos- 
session of them until the end of the rent term. 
Consequently, they left ten or more head of 
cattle in the pasture, some salt and hay in 
the barn, and a table, wood heater, icebox, 
chair and certain tools in the house. They 
regularly on the premises at least 
once a day. They left the sawmill on the 
premises, and insisted that it was their in- 


were 


tention to move all of their belongings back 
to the farm when conditions changed so that 
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they could operate it at a profit. Before the 
next rent date came up a fire destroyed the 
house and the barn. The insured brought 
an action to recover the under his 
policy. The insurer asked for an instructed 
verdict on the basis that the property had 
been “vacant or unoccupied” beyond a period 
of ten days, and thus was not covered by 
the policy. The trial court refused the in- 
surer’s request for an instructed verdict. 
It did instruct the jury that as long as either 
the house or barn was occupied and not 
vacant the policy could not be forfeited 
because of vacancy or unoccupancy. The 
insured recovered a judgment, and the in- 
surer appealed. 

The state supreme court reversed the 
judgment for the insured and remanded the 
case for a new trial. The court said that 
the request for an instructed verdict was 
properly refused, for it was a question of 
fact for the jury to determine as to whether 
the premises were “vacant or unoccupied.” 
It ruled, however, that the trial court’s in- 
struction was erroneous in that the occupancy 
of the dwelling house would determine the 
status of the barn but the occupancy of the 
barn would not determine the status of the 
dwelling.—Farmers Fire Insurance Company 
v. Farris. Arkansas Supreme Court. March 
7, 1955. 8 Fire ann Casuacty Cases 608. 


loss 


Invalid Warranty 
Doesn't Void Entire Policy 


An invalid warranty in a jewelers’ block 
policy does not void the entire policy and 
does not relieve the insured from liability 
for unpaid premiums. Minnesota. 


The insured’s jewelers’ block policy con- 
tained a warranty which provided that 60 
per cent of the insured’s jewelry by value 
was to be kept in a safe or vault when the 
premises were closed. A tire on the insured’s 
premises occurred and the insurer refused 
to pay the claim because the above-mentioned 
warranty was violated. In its action the in- 
sured recovered a judgment against the in- 
surer for the full amount of the policy, the 
court holding that the above warranty was 
invalid under the Minnesota standard fire 
policy law. An agency of the insurer then 
brought the instant action to recover the 
balance of the unpaid premium due on the 
insurance policy. The insured counterclaimed 
for the amount of premium which it had 
paid and for attorneys’ fees incurred in 
suing the agency’s principal. The lower 
court granted judgment to the insured on its 
counterclaims, and an appeal was taken. 
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Held: Judgment reversed and entered for 
the agency. The court noted that the in- 
sured sought to extend the effect of the above 
illegal warranty to void the entire policy. It 
referred to the opening clause of Section 
65.01 of the state statutes, which provides: 


“No fire company shall issue on property 
in this state any policy other than the 
standard form herein set forth, the blanks 
for which may be filled in print or in writ- 
ing, and no condition, stipulation or term, 
other than those therein provided for, whether 
as to jurisdiction, limitation, magistrate, cer- 
tificate or otherwise, shall be valid if inserted 
in any such policy, except as follows.” 


The court declared that it could not dis- 
cover in these words any intent to invalidate 
entire contracts of insurance, but merely to 
nullify offending provisions favoring the in- 
surer and retain the remainder of the con- 
tract for the benefit of the insured. It 
concluded that the entire policy was not 
voided as a result of the invalid warranty, 
and that the agency was entitled to the un- 
paid premium. 


The court did not agree with the insured’s 
contention that the agency impliedly war- 
ranted that it was delivering a policy com- 
plying with the insurance laws of the state. 
It said that the most the agency warranted 
was that if all lawful provisions were com- 
plied with, the policy would be enforceable 
against the insurer. 


In regard to attorneys’ fees incurred by 
the insured in suing the agency’s principal, 
the court held that the agency was not guilty 
of any wrongful conduct rendering it liable 
for the expenses incurred in that suit.— 
Dworsky et al. v. Vermes Credit Jewelry, Inc. 
Minnesota Supreme Court. February 25, 
1955. 8 Frre AND CASUALTY CASEs 604. 


Short Shorts from the Courts 


Illinois Where a policy required 
five days’ notice of cancellation, five busi- 
ness days’ notice was not required.—Home 
Insurance Company v. Exchange National 
Bank et al. United States District Court for 
the Northern District of Illinois. March 
31, 1955. 8 Frre AND CASUALTY CAsEs 654. 


Kentucky . . . Notice given six months 
after an accident was not notice as soon as 
practicable, and the insurer was discharged 
of the duty to indemnify.—Standard Accident 
Insurance Company v. Sonne et al. United 
States District Court for the Western District 
of Kentucky. January 6, 1955. 8 Fire AND 
CasuaLty CASEs 683. 


IL J— June, 1955 
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AUTOMOBILE 


Summaries of Selected Decisions 
Recently Reported by CCH 
AUTOMOBILE INSURANCE 
REPORTS 


‘Public or Livery Conveyance”’ 
Construed by Court 


An insured is not using his truck as a 
“public or livery conveyance” within the 
meaning of the policy’s exclusion clause 
when his fellow employees ride to work 
in the truck and share the expense on a 
voluntary basis. Eighth Circuit. 


In the application for his original insur- 
ance policy the insured declared that his 
truck was to be used for “pleasure and busi- 
commercial,” and was to be used 
in going to and from work. He also stated 
that the distance to his place of work was 
ten miles, and that he would carry passen- 
who would share the expense. The 
insured attached a plywood housing with a 
and bench on both of his trucks in 
order to provide a sheltered place for his 
riders to sit. He picked up his fellow workers 
(about seven) en route to work and let them 
off on his return home at places nearest their 
respective homes. On occasions when he 
did not work through the day his brother- 
in-law drove the truck and carried the work- 
men. It was customary for the riders to 
share the expenses of the truck, contributing 
approximately 30 cents for the round trip. 
No tickets were sold and payment was on a 
voluntary basis. The insured did not solicit 
riders either personally or in any other 
manner. There was no evidence that the 
insured ever held his truck out for hire. On 
one occasion after the insured had picked 
up some of his fellow workers and was on 
his way to pick up the others, he had a 
collision with another vehicle. The riders 
in the insured’s truck and the driver of the 
colliding vehicle claimed damages against 
the insured, and were made defendants in 
this action. 


ness or 


gers 


r¢ of 


The insurance company claimed 
that the defendants were not covered under 
the insured’s policy because the truck at the 
time of the collision was being used as a 
“livery conveyance,” and came within the 
following exclusion: 

“This policy does not apply; (a) under 
any of the coverages while the automobile is 
used as a public or livery conveyance unless 


Automobile 


such use is specifically declared and described 
in this policy and premium charged there- 
for... .” The trial court found that the 
insured was not using his truck as a “livery 
conveyance,” and judgment was entered ac- 
cordingly. An appeal was taken. 


Held: Judgment affirmed for the insured 
and the defendants. The court adopted the 
definition used in Pimper v. National Ameri- 
can Fire Insurance Company, 10 AUTOMOBILE 
Cases 372, 139 Neb. 109, 296 N. W. 464, and 
quoted from Elliott v. Behner, 5 AUTOMOBILE 
Cases 721, 150 Kan. 876, 96 Pac. (2d) 852, 
which stated: 


“*The term “public conveyance” means a 
vehicle used indiscriminately in conveying 
the public, and not limited to certain per- 
sons and particular occasions or governed 
by special terms. The words “public con- 
veyance” imply the holding out of the vehicle 
to the general public for carrying passengers 
for hire. The words “livery conveyance” 
have about the same meaning.’ ” 


The court noted that the law of Arkansas 
was applicable in the case, and that both 
parties admitted there was no decision in 
the state involving similar facts which called 
for a cofistruction of the terms “public or 
livery conveyance.” It concluded that the 
judgment for the insured was supported by 
substantial authoritative precedent, and was 
not in conflict with Arkansas law.—Allstate 
Insurance Company v. Roberson et al. United 
States Court of Appeals for the Eighth Cir- 
cuit. December 7, 1954. 5 AvuTOMOBILE 
Cases (2d) 389. 


Added Exclusion Rider 
Invalid Without Consideration 


Where the policy originally provided for 
coverage when the insured’s automobile 
was being driven by his minor son, an ex- 
clusion rider, added by mutual consent but 
without consideration, is invalid and does 
not affect this coverage. Eighth Circuit. 
The insurance 
claratory judgment action on an automobile 
The 


policy, which was issued November 15, 1952, 


company brought a de- 


policy which it issued to the insured. 


contained the following omnibus clause: 
“III Definition of Insured 
“With respect to the insurance for bodily 
injury liability and for property damage 
liability the unqualified word ‘insured’ in- 
cludes the named insured and also includes 
any person while using the automobile and 
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any person or organization legally responsi- 
ble for the use thereof, provided the actual 
use of the automobile is by the named in- 
sured or with his permission.” 


At the time the policy was issued the in- 
sured’s son was using another car owned by 
the family and insured by the same company. 
The son had an accident which demolished 
the other car, and thus began to‘use the 
insured’s car. On January 26, 1953, the in- 
surer’s local agent contacted the insured 
and requested her to sign a rider which read 
as follows: 


“DRIVER EXCLUSION 

“In consideration of the premium charged, 
it is hereby understood and agreed that the 
undermentioned policy excludes coverage 
while the automobile covered by the policy 
is being driven by . . . [the insured’s son]. 


“ACCEPTED 

“Nothing herein contained shall be held to 
vary, alter, or extend any of the terms, con- 
ditions or limitations of the undermentioned 
Policy other than as above stated.” 


The agent carefully explained that if the 
insured did not sign the rider the insurer 
would have to charge an additional premium 
because the car would be operated by a 
driver under 25 years of age, and that he did 
not know if the insurer would keep the 
policy in force if she did not sign. The facts 
show that the policy had been issued at a 
Class 1 rate, which rate is applicable when 
there is no driver in the household under the 
age of 25. The insured signed the rider, and 
there appeared to be no evidence of fraud or 
duress. The insured traded her car on May 
22, 1953, and an endorsement was added to 
the policy in order to cover the new car. An 
additional amount of premiums was paid 
for comprehensive and collision coverage 
on the new car. On October 27, 1953, the 
insured’s son, who was operating the new 
car with the insured’s permission, had a 
collision with another vehicle. The operator 
of the other car recovered a judgment against 
the insured and her son subsequent to the 
commencement of this action. The insured, 


her son, and the operator of the other 


vehicle were defendants in this declaratory 
judgment action. 


The operator of the other 
car filed a counterclaim against the insurer. 
The trial court awarded judgment to the 
insurer on the ground that the rider elimi- 
nated coverage while the son drove the in- 
sured’s car. An appeal was taken. 


The Eighth Circuit reversed the judgment, 
holding that the rider which was obtained 
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by mutual consent was invalid inasmuch as 
there was no consideration for the insured’s 
signing it. The insured, it noted, had fully 
performed her part of the contract by paying 
the stipulated premium. The court referred 
to Mutual Benefit Health & Accident Associa- 
tion v. Cohen, 194 F. (2d) 232, in reaching 
its conclusion. It added that the substitu- 
tion agreement of May 22, 1953, did not 
provide a consideration for the exclusion rider. 
A dissenting opinion stated that the sub- 
stituted agreement of May 22, 1953, had the 
effect of canceling the policy on the former 
car and creating a new contract on the new 
car with terms and conditions (including the 
rider) identical to the policy it succeeded. 
Even if the contract were to be considered 
a continuation of the old contract, it said, 
the rider was not without consideration. The 
insured was faced with paying more pre- 
mium or having her insurance canceled by 
the insurer. She chose a limitation of the 
risk instead of having her policy canceled. 
—Wackerle et al. v. Pacific Employers Insur- 
ance Company. United States Court of Ap- 
peals for the Eighth Circuit. January 31, 
1955. 5 AutomospiLe Cases (2d) 315. 


Short Shorts from the Courts 


Fourth Circuit .. . The omnibus clause did 
not afford coverage where the driver of a 
truck involved in a collision did not have ex- 
press permission to use it for a pleasure jaunt. 
—Continental Casualty Company v. Padgett, 
Admx., et al. United States Court of Ap- 
peals for the Fourth Circuit. February 3, 
1955. 5 AuTomosILeE Cases (2d) 304. 


Ninth Circuit . . . The wife was not 
permitted to recover for loss of consortium 
resulting from the negligent injury to her 
husband.—Filice v. U. S. United States 
Court of Appeals for the Ninth Circuit. 
December 3, 1954. 5 AutToMosBILE CASES 
(2d) 407. 


Texas ... An insurance company was not 
liable under its policy where a notice of cancel- 
lation had been mailed prior to the acci- 
dent but the unearned premium had not been 
returned.—Insurance Company of Texas v. 
Parmelee. Texas Court of Civil Appeals. Jan- 
uary 19, 1955. 5 AutoMoBILE Cases (2d) 394. 


Wisconsin . . . Lapse of time in giving 
notice of an accident was not prejudicial as 
a matter of law.—Vlasis et al. v. Cheese 
Makers Mutual Casualty Company; Boynton 
Cab Company. Wisconsin Supreme Court. 
January 11, 1955. 5 AvutToMoBILE CASES 
(2d) 417. 


IL J— June, 1955 
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